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RECEIVED 


Dear  Mr.  Chairman: 

Attached  please  find  the  Minority  Staff  Report  on  Financial  Derivatives.    I  appreciate 
the  cooperation  of  your  staff,  and  hope  that  this  document  will  add  some  impetus  to 
executive  branch,  as  well  as  legislative  branch  consideration  of  the  scope  of  this  issue. 


Sincerely, 


JAL:LdP 
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JIM  LEACH 


lOWAS    CONGRESSMAN 
FOR     THE     FIRST    DISTRICT 


LEACH  CALLS  FOR  STRENGTHENED  REGULATION 
OF  FINANCIAL  DERIVATIVES  INDUSTRY 


FOR  IMMEDIATE  RELEASE 
CONTACT:  Joe  Finder  202/225-6576 

WASHINGTON,  DC.  (Nov.  22.  1993)  -  Based  on  a  six-month  study  of  the  financial 
derivatives  marketplace,  Congressman  James  A.  Leach  (R-IA)  today  released  a  series  of  30 
recommendations  for  regulatory  and  legislative  guidance  to  constrain  systemic  risk  in  a 
market  he  described  as   "the  new  wild  card  in  international  fmance." 


"Derivatives  pose  an  interesting  conundrum  in  that  the  problems  they  present  may  be 
too  sophisticated  for  a  Congress  of  generalists  to  deal  with  legislatively,"  Leach  said. 
"However,  this  does  not  mean  that  legislators  do  not  have  the  responsibility  to  set  forth  a 
general  framework  of  concerns  with  the  understanding  that  the  executive  branch  must  be  held 
accountable  for  responsible  oversight  of  the  financial  markets.    It  also  does  not  mean  that 
comprehensive  legislation  isn't  in  order  if  regulators  fail  to  act,"  he  wamed. 

Among  the  recommendations  Leach  called  for  are  the  establishment  of  an  inter-agency 
commission  to  establish  rules  related  to  capital,  accounting,  disclosure  and  suitability  for 
dealers  and  end  users  of  over-the-counter  derivatives  products;  recommendations  for 
harmonized   cross-industry  and  cross-border  standards  goveming  the  sale  of  derivatives 
products;  and  the  admonition  that  banking  regulators  should  discourage  Hnancial    institutions 
from  active  trading  in  the  derivatives  market  unless  they  can  demonstrate  both  adequate 
capitalization  and  the  sophisticated  technical  capacity  to  be  involved  in  such  trading. 

Leach,  the  senior  Republican  on  the  House  Committee  on  Banking,  Finance  and  Urban 
Affairs,  made  the  recommendations  as  he  released  a  900-page  ref>ort  containing  comments 
from  the  Federal  Reserve  Board,  the  Comptroller  of  the  Currency,  the  Federal  Deposit 
Insurance  Corporation,  the  Office  of  Thrift  Supervision,  the  Securities  and  Exchange 
Commission  and  the  Commodity  Futures  Trading  Commission. 

Derivatives  are  financial  products  whose  value  is  linked  to,  or  "derived"  from,  another 
asset.  Generally  they  are  used  to  manage  market  risk  —  for  example,  to  insulate  a  party 
against  interest  rate  swings  or  currency  exchange  shifts  —  in  a  manner  somewhat  similar  to 
commodity  futures  hedging.  Although  relatively  unknown  even  to  sophisticated  individual 
investors,  the  derivatives  market  has  grown  so  rapidly  that  it  now  has  reached  multi-trillion- 
dollar  dimensions,  with  the  line,  according  to  Leach,  "between  hedging  and  speculating 
becoming  increasingly  difficult  to  sort  out." 

"Everett  Dirksen  once  commented  that  a  billion  here  and  there  pretty  soon  added  up  to 
real  money.  With  regard  to  derivatives,  it  would  appear  that  a  trillion  here  and  there  may  add 
up  to  a  real  problem,"  Leach  said. 

"Derivatives  instruments  are  designed  to  help  financial  managers  diminish  risk,  but, 
ironically,  if  tremors  emerge  in  the  international  financial  community,  a  product  designed  to 
modestly  reduce  risk  for  an  individual  company  or  institution  may  quantumly  increase  risk  for 
the  system  as  a  whole,"  Leach  said. 

Given  the  circumstance  that  coimnercial  banks  have  earned  approximately  $36  billion 
from  trading  revenues  over  the  past  decade.  Leach  suggested  that  "the  challenge  is  for 


government  and  industry  to  work  together  to  ensure  that  a  profitable  past  does  not   prove 
prologue  for  a  profligate  future." 

"Historical  experience  is  not  always  a  guide  to  the  future,  especially  when  a  relatively 
new  market  explodes  in  size,"  Leach  noted.     Hence,  he  suggested  regulators  have  an 
obligation  to  stay  on  guard  as  the  marketplace  "expands  in  a  time  of  unprecedented  economic 
uncertainties." 

"In  the  derivatives  arena,  there  is  a  particular  problem  of  new  kids  on  the  block," 
Leach  noted.  "Herds  that  feed  on  tall  grass  don't  go  unnoticed.  If  problems  develop  in  the 
derivatives  marketplace,  it  is  a  good  bet  that  they  will  be  less  likely  to  stem  from  the  major 
firms  operating  in  the  mainstream  than  from  firms  that  are  new  entrants  or  operating  at  the 
fringes  of  the  market. 

"Potential  problems,  however,  do  not  relate  exclusively  to  new  market  participants," 
Leach  said.     "Both  Salomon  Brothers  and  the  Bank  of  England  have  released  studies  this 
year  that  found  risk  management  tools  inadequate  in  many  banks." 

"Any  regulation  in  the  derivatives  area  must  thus  be  premised  on  the  assumption  that 
all  market  participants  are  not  equal  in  sophistication  or  integrity,  and  that  distinctions  must 
inevitably  be  made  between  prudential  and  less-prudential  actors,"  Leach  continued.  "Just  as 
well-run,  well-capitalized  financial  institutions  have  a  powerful  case  for  considerable 
deregulation  today,  poorly  run,  poorly  capitalized  institutions  demand  significant,  if  not 
draconian,  oversight." 

"It  may  be  true,"  Leach  noted,  "that  a  demand  for  strong  capital  reserves  for 
derivatives  trading  amounts  to  government-imposed  friction  costs  on  financial  institutions. 
Nevertheless,  if  market  participants  are  not  required  to  maintain  strong  capital  positions 
and/or  reserve  against  systemic  nsk,  it  will  be  non-participants  --  community  banks  in  the 
first  instance  through  the  deposit  insurance  safety  net  and  the  taxpayers  in  the  event  of  a 
market  debacle  -  who  will  pick  up  the  tab  for  the  mistakes  of  a  few. 

"Care,  therefore,  must  be  taken  to  insure  that  we  not  have  a  least-common- 
denominator  approach  taken  to  regulation  which  might  be  adequate  for  one  kind  of  institution 
in  one  time  frame.  Tomorrow's  market  circumstances  and  market  participants  may  not  be  the 
same  as  today's." 

In  conclusion,  Leach  observed  that  the  900-page  study,  the  product  of  extensive 
minority  staff  effort,  was  intended  to  focus  legislative  branch  attention  and  force  executive 
branch  coordination  in  regulation  of  what  he  called  "the  most  risk-oriented  part  of  the 
international  financial  markets." 

RECOMMENDATIONS  FOR  STRONGER  REGULATORY  STANDARDS 

1.)  Bank  and  thrift  regulators  should  retain  a  strong  leverage  capital  standard  to  generally  guard  against 

risks  at  insured  financial  institutions,  including  risks  posed  by  derivative  instruments.    Regardless  of  the 
new  risk  based  standards  that  take  into  account  netting,  market  nsk  and  interest  rate  nsk,  there  is  no 
substitute  for  a  strong  leverage  capital  requirement 

2.)  Comparable  rules  concerning  capital,  accounting,  disclosure  and  suitability  should  exist  whether 

derivatives  activities  are  conducted  by  a  bank,  broker-dealer,  insurance  company  or  other  type  of 
financial  institution. 

3.)  Regulatory  agencies,  led  by  the  FED  and  Treasury  should  pursue  international  discussions  to  achieve 

harmonization  of  international  standards  related  to  derivatives  trading  with  the  understanding  that  U.S. 
standards  may,  if  appropriate,  be  more  stringent 

4.)  An  interagency  commission  should  be  established  by  statute  to  consider  comparable  rules  related  to 

capital,  accounting,  disclosure  and  suitability  for  dealers  and  end-users  of  OTC  derivative  products.    In 
addition,  the  commission  should  meet  regularly  to  keep  abreast  of  changes  in  the  derivatives 
marketplace  and  consider  other  issues  related  to  derivatives  as  appropriate.    Members  of  the  commission 
should  include  the  federal  banking  commission  agencies,  SEC,  CFTC  and  the  Secretary  of  Treasury  or  a 
designee.    Uniform  commission  rules  for  denvatives  should  be  applied  to  all  market  participants. 
Currently  unregulated  market  participants,  such  as  insurance  companies,  should  be  supervised  by  either 
the  SEC  or  the  Secretary  of  Treasury. 


5.)  Banking  regulatory  agencies  should  discourage  active  trading  in  derivative  markets  by  insured 

institutions,  particularly  smaller  institutions,  unless  management  can  convincingly  demonstrate  both 
sufficient  capitalization  and  sophisticated  technical  capabilibes. 

6.)  The  federal  banking  agencies  should  conduct  joint  regulatory  examinations  for  major  derivatives  dealers 

including  coordinated  examination  of  banks  and  their  affiliated  holding  companies. 

7.)  The  federal  banking  agencies  should  establish  coordinated  training  programs  for  examiners  invoNed  in 

monitoring  derivatives  activities  at  dealer  banks  and  end-users. 

8.)  Regulators  should  require  specific  written  policies  approved  by  the  board  of  directors  to  be  in  place  for 

dealers  and  end-users  of  derivatives  setting  prudential  standards  for  management  of  the  risks  involved  in 
derivative  activities  and  establishing  a  framework  for  internal  controls. 

9.)  Regulations  or  guidelines  implementing  §  132  of  FDICIA  should  outline  proper  internal  controls  for 

derivatives  activities  at  insured  institutions. 

10.)         The  federal  banking  agencies  should  define  the  failure  of  institution-affiliated  parties  to  have  adequate 
technical  expertise  to  be  engaged  in  derivatives  activities,  commensurate  for  the  level  of  activity,  as  an 
'unsafe  or  unsound"  banking  practice,  subject  to  civil  money  penalties  or  a  corrective  cease  and  desist 
order.    If  an  insured  institution  suffers  or  will  probably  suffer  a  financial  loss  or  other  damage  involving 
the  willful  or  continuing  disregard  of  such  an  unsafe  or  unsound  banking  practice,  then  appropriate 
institution-affiliated  parties  should  be  removed  by  the  regulator. 

11.)        The  federal  banking  agencies  should  work  to  enhance  the  current  risk-based  capital  standards  to  include 
off-balance  sheet  instruments  and  activities  not  currently  covered.   The  federal  banking  agencies  should 
evaluate  the  need  to  potentially  increase  capital  requirements  associated  with  the  'future  credit 
component'  or  'add-on'  component  of  the  current  risk  based  capital  standards.    In  addition,  the  federal 
banking  regulators  should  qqI  implement  proposals  related  to  bilateral  netting  if  such  proposals  have  the 
effect  of  reducing  capital  standards  for  derivative  acbvities  without  a  clearly  commensurate  decrease  in 
credit  and  legal  risk. 

12.)        Regulators  should  set  guidelines  for  the  use  of  collateral  by  counterparties  to  derivatives  transactions. 
Some  market  participants  have  negotiated  contracts  that  require  the  posting  of  collateral  if  certain 
"triggering  events"  occur.    In  some  cases,  the  tnggenng  event  is  based  on  the  size  of  exposure  using 
market  values;  in  other  cases  it  may  be  based  on  the  creditworthiness  of  the  counterparty.    Excessive 
reliance  on  such  collateral  triggers,  particularly  those  based  on  creditworthiness,  may  be  imprudent    In 
particular,  such  collateral  arrangements  could  place  substantial  liquidity  pressures  on  a  counterparty  just 
when  its  creditworthiness  is  weakening  and  its  access  to  liquidity  is  more  limited. 

13.)        In  evaluating  a  firm's  models  and  simulations  for  purposes  of  evaluating  credit  and  market  risk,  the 

regulators  should  adopt  capital,  accounting  and  disclosure  standards  based  on  a  99%  confidence  interval 
(3  standard  deviations). 

14.)        Call  reports  should  be  expanded  to  include  enhanced  information  to  assess  market  risks,  concentration  of 
counterparty  exposures  and  the  risk  reducing  effects  of  legally  enforceable  nening  contracts.    In  addition, 
incremental  information  that  would  differentiate  derivatives  used  for  hedging  purposes  from  other 
derivatives  and  that  would  identify  the  related  impact  of  each  category  on  bank  earnings  and  balance 
sheets  as  well  as  any  deferred  hedging  losses  or  gains  could  also  be  useful.  Call  report  changes  should 
be  made  in  a  manner  designed  to  minimize  any  additional  regulatory  burden  placed  on  insured 
institutions. 

IS.)        Enhanced  uniform  disclosure  standards  should  be  established  by  the  regulators  for  derivatives  activities. 
These  enhanced  disclosures  should  include: 

a.)  Greater  disclosure  of  the  extent  of  derivatives  activities  by  an  institution,  both  on-  and 

off-balance  sheet,  as  well  as  additional  numerical  data  regarding  the  types  and 
maturities  of  various  derivauve  instruments.   These  disclosures  would  be  benefictal  to 
regulators  and  to  the  market 

b.)  Disclosure  to  the  regulators  of  individual  revenue  sources  from  derivatives  activities. 

c.)  Disclosure  of  the  level  of  speculative  activity  in  derivatives  conducted  by  dealers. 

While  this  form  of  disclosure  may  be  difficult  for  some  institutions  under  their  current 
structure,  it  is  currently  available  at  certain  dealers.   There  is  no  reason  that  trading 
activities  cannot  be  broken  down  into  component  parts  and  that,  for  instance,  customer 
trading  services,  institution  hedging,  and  risk  management  activities  cannot  be 
segregated  from  speculative  activities  with  these  differentiations  disclosed,  at  least  to 
regulatory  agencies. 

16.)        FASB  and  others  responsible  for  setting  accounting  standards  should,  as  a  high  priority,  issue  definitive 
guidance  on  reporting  for  financial  instruments,  including  derivatives. 


17.)        Regulators  and  other  standard-setting  bodies  need  to  provide  clearer  guidance  on  defining  when  risk 
management  or  hedge  accounting  is  appropriate. 

18.)         Regulators  should  establish  uniform  guidelines  as  to  an  appropriate  credit  risk  reserve  that  should  be 
taken  in  conjunction  with  each  transaction.    While  reserving  for  credit  risk  appears  to  be  common 
among  major  derivatives  dealers,  it  does  not  appear  to  be  a  uniform  practice. 

19.)         Non-U. S.  firms  operating  in  this  country  should  be  subject  to  the  same  capital,  accounting,  disclosure 
and  suitability  requirements  as  U.S.  firms. 

20.)         Regulators  must  adequately  account  for  the  legal  risk  related  to  non-U.S.  counterparties.   Regulators 
should  ensure  that  institutions  have  adequate  internal  controls  that  take  into  account  and  set  limits  for 
legal  risk.   Higher  capital  requirements  should  be  imposed  in  cases  where  the  legal  enforceability  of 
agreements  with  counterparties  is  not  certain. 

21.)         Regulators  should  work  with  industry  groups  to  increase  the  standardization  of  documentation  and  the 
use  of  standard  documents  by  all  market  participants.   Increased  standardization  of  documentation 
should  decrease  legal  risk.   In  addition,  as  documentation  becomes  standardized,  it  will  be  easier  for 
end-users  to  assess  the  risk/reward  trade-offs  of  proposed  derivative  transactions. 

22.)         Regulators  of  financial  firms  marketing  derivative  products  should  insist  upon  high  ethical  standards  in 
the  sales  practices  of  derivative  units.   The  federal  banking  agencies  should  adopt  uniform  guidelines, 
similar  to  the  OCC  guidelines,  requiring  that  a  dealer  bank  should  seek  to  understand  the  applicability  of 
financial  derivative  instruments  to  the  risks  a  bank-customer  is  attempting  to  manage.   The  bank  dealer 
should  be  requued  to  evaluate  whether  a  particular  transaction  is  appropriate  for  a  particular  customer. 
Proper  due  diligence  in  evaluating  the  appropriateness  of  a  derivative  product  for  a  prospective  customer 
is  the  best  safe-guard  for  both  the  dealer  and  the  end-user.   The  regulators  should  also  consider  whether 
industry-wide  suitability  rules  should  be  enacted  and  cross-indusuy  guidelines  enacted. 

23.)         Regulators  should  examine  the  merits  of  whether  dealer  disclosures  as  part  of  individual  counterparty 

agreements  should  be  significandy  expanded  and  improved,  particularly  with  regard  to  the  specific  costs 
and  risks  of  derivative  instruments  in  varying  interest  rate  or  other  market  change  scenarios.    Such 
disclosures  could  be  made  mandatory  when  dealers  enter  into  transactions  with  customers,  parricuiarly 
less  sophisticated  end-users  such  as  many  smaller  banks,  thrifts,  businesses  and  retail  customers. 

24.)         The  federal  banking  agencies  should  jointly  promote  and  participate  in  educational  programs  related  to 
derivatives  so  that  potential  end-users,  particularly  smaller  institutions,  may  be  better  informed  as  to  the 
risks  and  benefits  of  derivatives  activities. 

2S.)         The  appropriate  regulators  should  establish  minimum  prudential  practices  for  municipalities  and  pension 
funds  that  may  use  derivatives.   Taxpayers  and  pension  fund  panicipants  may  unknowingly  be  at  risk 
from  inappropriate  investments  in  derivatives.   Anecdotal  evidence  indicates  that  the  level  of  expertise 
with  derivatives  exhibited  by  municipalities  and  pension  funds  is  widely  varying. 

26.)         Regulators  should  examine  the  need  for  enhanced  disclosures  to  customers  of  the  risks  that  may  be 

involved  with  derivative  products,  including  embedded  securities,  for  mutual  funds  that  are  end-users  of 
derivatives. 

27.)        The  regulatory  agencies  should  provide  to  Congress  recommendations  to  conform  the  netting  provisions 
contained  in  the  Bankruptcy  Code,  FIRREA  and  FDICIA  to  a  single  standard  for  purposes  of  greater 
efficiency.   Pursuant  to  the  recommendation  of  the  FDIC,  any  prospective  legislation  should  expand 
record  keeping  requirements  for  QFCs  at  undercapitalized  institutions.   In  addition,  pursuant  to  the 
recorrmiendation  of  the  FED,  federal  funds  transactions  and  spot  contracts  should  be  covered  under  the 
statutory  scheme. 

28.)         Regulators  should  examine  the  need  for  regulations  to  protect  against  systemic  risk.   While  the  OCC  has 
expressed  reservations  about  such  need,  the  SEC  would  appear  to  have  a  persuasive  case  in  suggesting 
that  regulation  may  be  the  only  means  of  ensuring  that  systemic  risk  is  adequately  addressed  by 
participants.   As  the  SEC  points  out,  there  is  no  agreement  among  dealers  and  end-users  on  how  to 
manage  systemic  risk.   Since  currently  dealers  and  end-users  have  a  competitive  bias  against  factoring 
systemic  risk  into  their  individual  risk  calculations,  it  would  appear  that  regulation  is  the  only 
responsible  method  of  achieving  such  an  objective. 

29.)  The  U.S.  Treasury  should  evaluate  the  benefits  of  utilizing  derivative  instruments  for  hedging  purposes 
to  improve  the  efficiency  of  government  financial  management  practices.  Sovereigns  around  the  world 
use  derivatives  for  financial  risk  management  purposes. 

30.)         To  the  extent  that  the  recommendations  described  above  may  not  be  implemented  administratively, 
framework  legislation  outlining  regulatory  responsibilities  without  delineating  specificity  in  standards 
setting  may  be  necessary. 

--  30  - 
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U.S.  HOUSE  OF  REPRESENTATIVES 

COMMITTU  ON  tANKINO.  nNANCt  AND  UMAN  AFFAIRS 
ONE  HUNOKO  TMIKO  CONORUS 

212«  RAVBURN  HOUSE  OfRCC  tUIUMNO 
WASHINOTON.  DC  20l1>-aOM 

November  22, 1993 


Dear  Banking  Committee  Colleague: 

Derivative  instruments  are  becoming  inaeasingly  important  tools  in  the  modem  finanrial 
world  and  raise  important  public  policy  implications.  Particular  questions  arise  as  to  whether  these 
financial  products  may  pose  an  extraordinary  risk  to  the  government's  deposit  insurance  safety  net  The 
impact  on  global  markeu  of  derivatives  is  considerable,  and  several  studies  are  currently  being 
prepared  to  examine  issues  surrounding  these  instruments.  It  m^  be  anticipated  that  issues  involving 
derivatives  and  their  impact  on  the  global  fin«nriiii  system  will  come  before  the  House  Ranking 
Committee  in  the  not  so  distant  future. 

Accordingly,  I  have  directed  the  Banking  Conmiittee's  Minority  Staff  to  prepare  an 
informational  report  on  finanrial  derivatives  for  Memben  of  the  Banking  Committee.  In  preparing  this 
report,  inquiries  were  sent  to  the  Office  of  the  Comptroller  of  the  Currency.  Federal  Reserve  Board. 
Federal  Deposit  Insurance  Corporation,  OfBce  of  Thrift  Supervision,  Securities  and  Pxchange 
Commission  and  Commodity  Futures  Trading  Commission  requesting  the  answers  to  a  series  of 
questions  concerning  derivatives.  The  staff  also  conducted  extensive  research  and  met  with  a  wide 
miety  of  market  participants. 

As  a  result  of  this  researdi,  please  find  attached  the  Minority  Staff  report,  Finanrial 
Derivatives  and  30  Recommendations  for  stronger  regulatory  standards  concerning  derivatives.  The 
staff  report  is  divided  into  two  parts.  Part  One  provides  a  general  market  overview  and  discusses  the 
regulators'  concerns  related  to  derivatives.  Part  Two  is  designed  to  be  a  reference  guide  to  derivatives 
and  contains  extensive  background  information  on  industry  practices,  risks  and  regulation.  The  30 
Recommendations  for  stronger  regulatory  standards  are  largely  derived  from  tbe  views  of  the  regulators 
and  suggest  areas  where  tbe  regulators  may  take  action  to  implemem  prudential  safeguards  concerning 
derivative  activities. 

I  hope  that  this  staff  report  may  be  helpful  to  you  as  the  Banking  Committee  begins  to 
consider  this  complex  and  challenging  issue. 

Sincerely, 


JiAttV  Leacli 

RanbHMember 


RECOMMENDATIONS  FOR  STRONGER  REGULATORY  STANDARDS 

1.)       Bank  and  thrift  regulators  should  retain  a  strong  leverage  capital  standard  to 
generally  guard  against  risks  at  insured  financial  institutions,  including  risks 
posed  by  derivative  instruments.    Regardless  of  the  new  risk  based  standards 
that  take  into  account  netting,  market  risk  and  interest  rate  risk,  there  is  no 
substitute  for  a  strong  leverage  capital  requirement. 

2.)       Comparable  rules  concerning  capital,  accounting,  disclosure  and  suitability 
should  exist  whether  derivatives  activities  are  conducted  by  a  bank,  broker- 
dealer,  insurance  company  or  other  type  of  financial  institution. 

3.)       Regulatory  agencies,  led  by  the  FED  and  Treasury  should  pursue  international 
discussions  to  achieve  harmonization  of  international  standards  related  to 
derivatives  trading  with  the  understanding  that  U.S.  standards  may,  if 
appropriate,  be  more  stringent. 

4.)       An  interagency  commission  should  be  established  by  statute  to  consider 

comparable  rules  related  to  capital,  accounting,  disclosure  and  suitability  for 
dealers  and  end-users  of  OTC  derivative  products.    In  addition,  the  commission 
should  meet  regularly  to  keep  abreast  of  changes  in  the  derivatives  marketplace 
and  consider  other  issues  related  to  derivatives  as  appropriate.    Members  of 
the  commission  should  include  the  federal  banking  commission  agencies,  SEC, 
CFTC  and  the  Secretary  of  Treasury  or  a  designee.    Uniform  commission  rules 
for  derivatives  should  be  applied  to  all  market  participants.    Currently 
unregulated  market  participants,  such  as  insurance  companies,  should  be 
supervised  by  either  the  SEC  or  the  Secretary  of  Treasury. 

5.)       Banking  regulatory  agencies  should  discourage  active  trading  in  derivative 
markets  by  insured  institutions,  particularly  smaller  institutions,  unless 
management  can  convincingly  demonstrate  both  sufficient  capitalization  and 
sophisticated  technical  capabilities. 

6.)       The  federal  banking  agencies  should  conduct  joint  regulatory  examinations  for 
major  derivatives  dealers  including  coordinated  examination  of  banks  and  their 
af^iated  holding  companies. 

7.)  The  federal  banking  agencies  should  establish  coordinated  training  programs  for 
examiners  involved  in  monitoring  derivatives  activities  at  dealer  baiiks  and  end- 
users. 

8.)       Regulators  should  require  specific  written  policies  approved  by  the  board  of 
directors  to  be  in  place  for  dealers  and  end-users  of  derivatives  setting 
prudential  standards  for  management  of  the  risks  involved  in  derivative 
activities  and  establishing  a  framework  for  internal  controls. 

9.)  Regulations  or  guidelines  implementing  §  132  of  FDICIA  should  outline  proper 
internal  controls  for  derivatives  activities  at  insured  institutions. 

10.)     The  federal  banking  agencies  should  define  the  failure  of  institution-affiliated 
parties  to  have  adequate  technical  expertise  to  be  engaged  in  derivatives 
activities,  commensurate  for  the  level  of  activity,  as  an  "unsafe  or  unsound" 
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banking  practice,  subject  to  dvil  money  penalties  or  a  corrective  cease  and 
desist  order.    If  an  insured  institution  suffers  or  will  probably  suR'er  a  financial 
loss  or  other  damage  involving  the  willful  or  continuing  disregard  of  such  an 
unsafe  or  unsound  banking  practice,  then  appropriate  institution-affiliated 
parties  should  be  removed  by  the  regulator. 

11.)     The  federal  banking  agencies  should  work  to  enhance  the  current  risk-based 
capital  standards  to  include  off-balance  sheet  instruments  and  activities  not 
currently  covered.    The  federal  banking  agencies  should  evaluate  the  need  to 
potentiidly  increase  capital  requirements  associated  with  the  "future  credit 
component'  or  'add-on'  component  of  the  current  risk  based  capital  standards. 
In  addition,  the  federal  banking  regulators  should  UQl  implement  proposals 
related  to  bi-Iateral  netting  if  such  proposals  have  the  effect  of  reducing  capital 
standards  for  derivative  activities  without  a  clearly  commensurate  decrease  in 
credit  and  legal  risk. 

12.)     Regulators  should  set  guidelines  for  the  use  of  collateral  by  counterparties  to 
derivatives  transactions.    Some  market  participants  have  negotiated  contracts 
that  require  the  posting  of  collateral  if  certain  "triggering  events"  occur.    In 
some  cases,  the  triggering  event  is  based  on  the  size  of  exposure  using  market 
values;  in  other  cases  it  may  be  based  on  the  creditworthiness  of  the 
counterparty.    Excessive  reliance  on  such  collateral  triggers,  particularly  those 
based  on  creditworthiness,  may  be  imprudent    In  particular,  such  collateral 
arrangements  could  place  substantial  liquidity  pressures  on  a  counterparty  just 
when  its  creditworthiness  is  weakening  and  its  access  to  liquidity  is  more 
limited. 

13.)  In  evaluating  a  firm's  models  and  simulations  for  purposes  of  evaluating  credit 
and  market  risk,  the  regulators  should  adopt  capital,  accounting  and  disclosure 
standards  based  on  a  99%  confidence  interval  (3  standard  deviations). 

14.)     Call  reports  should  be  expanded  to  include  enhanced  information  to  assess 
market  risks,  concentration  of  counterparty  exposures  and  the  risk  reducing 
effects  of  legally  enforceable  netting  contracts.    In  addition,  incremental 
information  that  would  differentiate  derivatives  used  for  hedging  purposes  from 
other  derivatives  and  that  would  identify  the  related  impact  of  each  category  on 
bank  earnings  and  balance  sheets  as  well  as  any  deferred  hedging  losses  or 
gains  could  also  be  useful.  Call  report  changes  should  be  made  in  a  manner 
designed  to  minimize  any  additional  regulatory  burden  placed  on  insured 
institutions. 

15.)  Enhanced  uniform  disclosure  standards  should  be  established  by  the  regulators 
for  derivatives  activities.   These  enhanced  disclosures  should  include: 

a.)       Greater  disclosure  of  the  extent  of  derivatives  activities  by  an 
institution,  both  on-  and  off-balance  sheet,  as  well  as  additional 
numerical  data  regarding  the  types  and  maturities  of  various 
derivative  instruments.    These  disclosures  would  be  beneficial  to 
regulators  and  to  the  market. 

b.)       Disclosure  to  the  regulators  of  individual  revenue  sources  from 
derivatives  activities. 


11 


c.)       Disclosure  of  the  level  of  speculative  activity  in  derivatives 
conducted  by  dealers.    While  this  form  of  disclosure  may  be 
difficult  for  some  institutions  under  their  current  structure,  it  is 
currently  available  at  certain  dealers.   There  is  no  reason  that 
trading  activities  cannot  be  broken  down  into  component  parts 
and  that,  for  instance,  customer  trading  services,  institution 
hedging,  and  risk  management  activities  cannot  be  segregated 
from  speculative  activities  with  these  differentiations  disclosed,  at 
least  to  regulatory  agencies. 

16.)      FASB  and  others  responsible  for  setting  accounting  standards  should,  as  a  high 
priority,  issue  definitive  guidance  on  reporting  for  financial  instruments, 
including  derivatives. 

17.)     Regulators  and  other  standard-setting  bodies  need  to  provide  clearer  guidance 
on  defining  when  risk  management  or  hedge  accounting  is  appropriate. 

18.)      Regulators  should  establish  uniform  guidelines  as  to  an  appropriate  credit  risk 
reserve  that  should  be  taken  in  conjunction  with  each  transaction.    While 
reserving  for  credit  risk  appears  to  be  common  among  major  derivatives 
dealers,  it  does  not  appear  to  be  a  uniform  practice. 

19.)      Non-U.S.  firms  operating  in  this  country  should  be  subject  to  the  same  capital, 
accounting,  disclosure  and  suitability  requirements  as  U.S.  firms. 

20.)      Regulators  must  adequately  account  for  the  legal  risk  related  to  non-U.S. 
counterparties.    Regulators  should  ensure  that  institutions  have  adequate 
internal  controls  that  take  into  account  and  set  limits  for  legal  risk.    Higher 
capital  requirements  should  be  imposed  in  cases  where  the  legal  enforceability 
of  agreements  with  counterparties  is  not  certairu 

21.)      Regulators  should  work  with  industry  groups  to  increase  the  standardization  of 
documentation  and  the  use  of  standard  documents  by  all  market  participants. 
Increased  standardization  of  documentation  should  decrease  legal  risk.    In 
addition,  as  documentation  becomes  standardized,  it  will  be  easier  for  end- 
users  to  assess  the  risk/reward  trade-offs  of  proposed  derivative  transactions. 

22.)      Regulators  of  financial  firms  marketing  derivative  products  should  insist  upon 
high  ethical  standards  in  the  sales  practices  of  derivative  units.    The  federal 
banking  agencies  should  adopt  uniform  guidelines,  similar  to  the  OCC 
guidelines,  requiring  that  a  dealer  bank  should  seek  to  understand  the 
applicability  of  financial  derivative  instruments  to  the  risks  a  bank-customer  is 
attempting  to  manage.    The  bank  dealer  should  be  required  to  evaluate 
whether  a  particular  transaction  is  appropriate  for  a  particular  customer. 
Proper  due  diligence  in  evaluating  the  appropriateness  of  a  derivative  product 
for  a  prospeaive  customer  is  the  best  safe-guard  for  both  the  dealer  and  the 
end-user.    The  regulators  should  also  consider  whether  industry-wide  suitability 
rules  should  be  enacted  and  cross-industry  guidelines  enacted. 

23.)     Regulators  should  examine  the  merits  of  whether  dealer  disclosures  as  part  of 
individual  counterparty  agreements  should  be  significantly  expanded  and 
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improved,  particularly  with  regard  to  the  specific  costs  and  risks  of  derivative 
instruments  in  varying  interest  rate  or  other  market  change  scenarios.    Such 
disclosures  could  be  made  mandatory  when  dealers  enter  into  transactions  with 
customers,  particularly  less  sophisticated  end-users  such  as  many  smaller  banks, 
thrifts,  businesses  and  retail  customers. 

24.)      The  federal  banking  agencies  should  jointly  promote  and  participate  in 
educational  programs  related  to  derivatives  so  that  potential  end-users, 
particularly  smaller  institutions,  may  be  better  informed  as  to  the  risks  and 
benefits  of  derivatives  activities. 

25.)      The  appropriate  regulators  should  establish  minimum  prudential  practices  for 
municipalities  and  pension  funds  that  may  use  derivatives.    Taxpayers  and 
pension  fund  participants  may  unknowingly  be  at  risk  from  inappropriate 
investments  in  derivatives.    Anecdotal  evidence  indicates  that  the  level  of 
expertise  with  derivatives  exhibited  by  municipalities  and  pension  funds  is 
widely  varying. 

26.)      Regulators  should  examine  the  need  for  enhanced  disclosures  to  customers  of 
the  risks  that  may  be  involved  with  derivative  products,  including  embedded 
securities,  for  mutual  funds  that  are  end-users  of  derivatives. 

27.)      The  regulatory  agendes  should  provide  to  Congress  recommendations  to 

conform  the  netting  provisions  contained  in  the  Bankruptcy  Code,  FIRREA  and 
FDICIA  to  a  single  standard  for  purposes  of  greater  efficiency.    Pursuant  to 
the  recommendation  of  the  FDIQ  any  prospective  legislation  should  expand 
record  keeping  requirements  for  QFCs  at  undercapitalized  institutions.    In 
addition,  pursuant  to  the  recommendation  of  the  FED,  federal  funds 
transactions  and  s{X)t  contracts  should  be  covered  under  the  statutory  scheme. 

28.)      Regulators  should  examine  the  need  for  regulations  to  protect  against  systemic 
risk!    While  the  OCC  has  expressed  reservations  about  such  need,  the  SEC 
would  appear  to  have  a  persuasive  case  in  suggesting  that  regulation  may  be 
the  only  means  of  ensuring  that  systemic  risk  is  adequately  addressed  by 
participants.    As  the  SEC  points  out,  there  is  no  agreement  among  dealers  and 
end-users  on  how  to  manage  systemic  risk.    Since  currently  dealers  and  end- 
users  have  a  com{>etitive  bias  against  factoring  systemic  risk  into  their 
individual  risk  calculations,  it  would  appear  that  regulation  is  the  only 
responsible  method  of  achieving  such  an  objective. 

29.)      The  U.S.  Treasury  should  evaluate  the  benefits  of  utilizing  derivative 

instruments  for  hedging  purposes  to  improve  the  efficiency  of  government 
financial  management  practices.    Sovereigns  around  the  world  use  derivatives 
for  financial  risk  management  purposes. 

\    30.)      To  the  extent  that  the  recommendations  described  above  may  not  be 
implemented  administratively,  framework  legislation  outlining  regulatory 
responsibilities  without  delineating  specificity  in  standards  setting  may  be 
necessary. 
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INTRODUCTION 

Derivative  instruments  are  becoming  increasingly  important  tools  in  the  modem  financial  world 
and  raise  imjwrtant  public  policy  implications.   Questions  arise  as  to  whether  these  financial  products 
may  be  too  complex  or  entail  too  extraordinary  risks  for  market  participants,  esjjecially  those  backed  by 
the  government's  deposit  insurance  safety  net.   The  impact  on  global  markets  of  derivatives  is 
considerable,  and  several  studies  are  currently  being  prepared  to  examine  issues  surrounding  these 
instruments.   It  nay  be  anticipated  that  issues  involving  derivatives  and  their  impact  on  the  global 
financial  system  will  come  before  the  House  Banking  Committee  in  the  not  so  distant  future. 

As  part  of  a  program  of  periodic  informational  studies  to  explore  various  issues  of  importance 
to  the  Bsmidng  Committee  and  its  Members,  Congressman  Leach  directed  the  Banking  Committee's 
Minority  Staff  to  prepare  an  informational  report  on  financial  derivatives.   Congressman  Leach  sent 
letters  to  the  Comptroller  of  the  Currency  (OCC),  Federal  Reserve  Board  (FRB),  Federal  Deposit 
Insurance  Corporation  (FDIC),  Office  of  Thrift  Supervision  (OTS),  Securities  and  Exchange 
Commission  (SEC)  and  Commodities  Futures  Trading  Commission  (CFTC)  requesting  the  answers  to  a 
series  of  questions  concerning  derivatives. 

In  addition,  the  Minority  staff  met  with  representatives  of  the  Federal  National  Mortgage 
Association,  the  Federal  Housing  Finance  Board,  Citicorp,  the  Securities  Industry  Association,  the 
International  Swaps  and  Derivatives  Association,  Morgan  Stanley,  Merrill  Lynch,  J. P.  Morgan,  Bankers 
Trust,  Reuters,  the  OCC,  the  Group  of  30,  Ford  Motor  Credit,  Banc  One,  the  Office  of  New  York 
State  Banking  Commissioner,  the  Conference  of  State  Bank  Supervisors,  Chase  Manhattan,  Continental 
Bank,  Standard  &  Poor's,  Mood/s  and  the  Investment  Company  Institute  to  discuss  derivatives 
activities. 

The  Minority  Staff  Report  is  divided  into  two  parts. 

PART  ONE:  Market  Overview  and  Supervisory  Concerns,  focuses  on  the  responses  by  the 
regulators  to  the  questions  submitted  by  Mr.  Leach.  Part  One  is  divided  into  4  sections. 

Section  I  gives  a  relatively  brief  overview  of  the  derivatives  markets,  outlines  possible  risks  and 
describes  current  as  well  as  proposed  regulations.   Each  of  the  topics  covered  in  this  section  is 
discussed  extensively  with  much  greater  detail  under  a  comparable  format  in  Part  Two  of  the  Staff 
report. 

Section  II  summarizes  the  highlights  of  the  agency  responses  to  Congressman  Leach's  questions. 

Section  III  outlines  the  agency  responses  to  Congressman  Leach  question  by  question, 
comparing  and  contrasting  the  views  of  the  different  regulatory  agencies. 

Section  IV  contains  general  conclusions  and  recommendations. 

FART  TWO:  A  Review  of  Industiy  Practices,  Risks,  and  Regulation,  is  intended  to  be  a  general 
reference  document  for  more  detailed  injformation  on  derivatives.   Part  Two  provides  background 
information  on  the  derivatives  markets  and  the  current  policy  issues  relating  to  derivatives.  The 
information  provided  is  based  on  the  Minority  staff's  meetings  with  practitioners,  the  responses  by  the 
regulators  to  Congressman  Leach's  questions,  and  research  sources  referenced  at  the  end  of  the  section. 

For  further  information  concerning  the  Minority  Staff  Report  on  Financial  Derivatives,  please 
contact  Joe  Seidel,  Teiri  Miller  or  Lammot  DuPont  at  (202)  22«-3241. 
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PART  0^fE:  MARKET  OVERVIEW  AND  SUPERVISORY  CONCERNS 
SECTION  I  --  GENERAL  OVERVIEW 


This  section  gives  a  general  overview  of  the  derivatives  marketplace  and  its 
regulation.    Part  Two:  A  Review  of  Industry  Practices,  Risks,  and  Regulation,  of  the 
Staff  Report  serves  as  a  general  reference  on  derivatives  and  contains  an  extensive 
discussion  of  each  of  Section  I's  subsections  with  far  greater  detail. 


GENERAL  INFORMATION  ON  THE  FINANCIAL  DERIVATIVE  MARKETS 


1.  OVERVIEW 

In  general  terms,  a  derivative  instrument  is  a  contract  whose  value  depends  on, 
or  "derives"  from,  the  value  of  an  underlying  asset,  rate  or  index.    Derivatives  allow 
end-users,  such  as  banks  and  corporations,  to  manage  risks,  enhance  liquidity,  save 
costs  on  debt  issuance,  and  manage  assets  and  liabilities  in  a  more  efficient  and  cost- 
effective  manner.    Derivative  instruments  are  not  traditional  borrowing  or  investment 
vehicles;  they  can  either  be  customized  agreements  between  two  counterparties  (over- 
the-counter,  or  OTC  derivatives),  or  standardized  instruments  traded  on  organized 
exchanges  (exchange-traded  derivatives). 

In  practice,  OTC  derivatives  are  not  available  to  the  general  public,  and  are 
instead  largely  utilized  by  institutions.    Individuals  may  purchase  and  sell  exchange- 
traded  derivatives,  namely  futures  and  options,  including  commodities.    However,  the 
exchange-traded  markets  are  largely  dominated  by  sophisticated  and  knowledgeable 
participants.    Individuals  may  also  be  involved  in  derivatives  through  investment 
vehicles  such  as  mutual  funds  which  utilize  derivatives  or  invest  in  securities  with 
embedded  derivative  features.    Derivative  transactions  are  not  a  zero-sum  game,  i.e., 
both  parties  in  a  derivative  agreement  may  benefit  from  the  transaction.    Speculation 
using  derivatives  does  exist,  but  it  appears  that  such  activity  represents  a  small  portion 
of  the  overall  activity.    Instead,  the  vast  majority  of  derivative  transactions  are 
customer-driven  in  that  they  are  entered  into  by  participants  for  risk-reduction 
purposes.    This  appears  to  be  the  primary  function  of  derivative  instruments. 

The  size  of  the  derivative  markets,  or  instruments  contained  therein,  is  often 
expressed  in  "notional'"  terms,  even  though  the  notional  amount  is  not  owed,  or  even 
at  risk.    Notional  amount  is  simply  the  base  figure  used  to  calculate  payment  streams. 


The  notional  amount  represents  the  pnncipal  balance  underlying  a  denvative  agieemeni.    It  is  the  amount  upon  which 
payments  to  counterpanies  are  calculated,  and  functions  as  the  fictitious  pnncipal  generating  the  cash  flows  in  a  denvative 
agreement.    The  two  panies  to  a  denvative  agreement  trade  the  cash  flow  yield,  not  the  notional  amount.    The  notional  amount 
is  not  at  nsit;  typically,  only  2-5%  of  the  notional  amount  represents  credit  exposure. 
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As  off-balance  sheet  items,  derivatives  may  be  used  by  institutions  to  increase  their 
leverage. 


2.         THE  FINANCIAL  DERIVATIVE  MARKETS 

Derivative  instruments  are  entered  into  throughout  the  world  on  one  of  two 
markets:  a.  Over-the-Counter  (OTC)  markets;  and  b.  Exchange  Markets.    OTC 
derivatives  fall  outside  of  the  jurisdiction  of  the  Commodity  Futures  Trading 
Commission  (CFTC)  or  have  been  exempted  by  the  CFTC  from  its  jurisdiction. 
Authoritative  supervision  over  these  derivative  agreements  is  accounted  for  by 
regulatory  constraints  over  the  institutions  which  deal  or  use  these  instruments.    In 
addition,  any  derivative  considered  a  security  would  fall  under  the  jurisdiction  of  the 
SEC.    The  exchange  markets,  where  futures  and  options  are  traded,  are  regulated  by 
the  CFTC^  and  the  SEC. 

a.  Over-the-Counter  (OTC)  Markets:  OTC  contracts  are  custom-tailored  to  a 
client's  needs  and  often  specify  instruments  and  maturities  that  are  not  offered  on  any 
exchange.    Parties  negotiate  all  details  of  the  transactions  or  agree  to  certain 
simplifying  market  conventions.    Trading  occurs  without  the  interposition  of  the  OTC 
market  as  a  clearinghouse.^    Customized  contracts  and  lack  of  a  clearinghouse 
mechanism  inhibit  liquidity  in  the  OTC  markets.      There  is  no  defined  or  physical 
market  for  OTC  derivatives;  rather,  they  are  created,  or  designed  by  dealers  to 
accommodate  the  specific  needs  of  customers  and  clients.    OTC  derivatives  are 
primarily  designed  to  reconfigure,  or  hedge  against,  risks  rather  than  to  provide 
liquidity. 

b.  Exchange  Markets:  Exchange  contracts  are  standardized  as  to  maturity,  size, 
and  delivery  terms.    An  important  feature  of  trades  in  these  markets  is  the 
interposition  of  the  exchange  as  a  clearinghouse  to  reduce  the  credit  risk  in  each 
transaction.    The  virtues  of  "clearinghouse  offset"  include  the  ability  of  participants  to 
close  out  a  position  simply  by  undertaking  an  opposite  trade.    Standardization  and  the 
clearinghouse  feature  limit  transactions  costs  and  fosters  high  degrees  of  liquidity. 
The  primary  economic  function  of  exchange-traded  derivatives  appears  to  be  the 
provision  of  liquidity. 


3.         DEFINITIONS  AND  PURPOSES  OF  DERIVATIVES 

Financial  derivatives  are  agreements  which  specify  rights  and  obligations  based 
on  an  underlying  instrument,  investment,  currency,  product,  index,  right  or  service. 
Derivatives  are  basically  abstractions  of  certain  features  of  stocks  and  bonds.    They 


The  CFTC  has  junsdiction  over  cenain  derivatives  as  ihey  are  conSKlered  ruuncial  commoditic*. 

A  clearinghouse  arrangement  is  a  mechanism  for  calcuUtion  of 
to  facililaiing  the  settlcmeni  of  iheir  mutual  obligations  on  a  net  basis. 


A  clearinghouse  arrangement  is  a  mechanism  for  calculation  of  mutual  petitions  within  a  group  of  participants  with  a  view 
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allow  end  users,  such  as  banks  and  corporations,  to,  among  other  things,  manage 
interest  rate  risks,  currency  risks,  liquidity,  and  geographic  market  considerations,  both 
separately  and  independently.    Derivatives  also  provide  cost  savings  on  debt  issuance 
as  well  as  more  cost-effective  asset  and  liability  risk  management.    Banks  record 
derivatives  as  "off-balance  sheet"  items.    Dealers  of  derivatives,  such  as  banks  and 
securities  firms,  cater  to  the  needs  of  end-users  by  making  markets,  and,  in  turn,  earn 
fees  as  well  as  returns  on  their  own  positions. 

There  are  two  principal  classifications  of  derivatives:  forward-based/future- 
based  derivatives;  and  option-based  derivatives.    A  forward-based/future-based 
derivative  is  a  contract  which  obligates  each  counterparty  to  enter  into  a  specific 
transaction  on  a  certain  predetermined  date.    An  option-based  derivative  gives  the 
purchaser  of  the  derivative  a  right,  but  not  the  obligation,  to  enter  into  a  transaction 
on  or  before  a  predetermined  date.    Each  of  these  can  be  further  divided  into  four 
primary  categories,  each  one  representing  a  category  of  the  instrument  upon  which 
derivatives  are  based:  namely,  Interest  Rate,  Currency,  Commodity  and  Equity. 
Derivative  instruments  carry  varying  types  and  levels  of  risk. 

Forward-based  (OTC)  derivatives  include  swaps  and  forwards.    Future-based 
(exchange-traded)  derivatives  include  all  futures.    Option-based  derivatives  (OTC  & 
exchange-traded)  include  options  based  on  each  of  the  four  principal  classifications  of 
derivatives  noted  above,  and  various  other  forms  of  options. 

•  Swap:  A  contract  between  two  parties  to  exchange,  or  "swap"  a  stream  of  cash 
fiows  under  an  agreed  up>on  set  of  terms.    Example:  In  an  interest  rate  swap, 
two  counterparties  exchange  interest  payment  streams  of  differing  character 
(fixed  interest  payments  for  floating  interest  payments)  subject  to  predetermined 
rules. 

•  Forwards  An  agreement  to  purchase  or  sell  a  specific  quantity  of  a  commodity, 
govenmient  security,  foreign  currency,  or  other  instrument  at  the  spot  (i.e., 
current)  price,  with  delivery  at  a  specified  future  date.    Example:  In  a  forward 
commodity  contract,  one  party  agrees  to  buy,  and  the  other  to  sell,  a  certain 
amount  of  a  commodity  (e.g.,  pork  bellies)  at  the  spot  price  for  delivery  on  a 
predetermined  date. 

•  Future:  A  standardized  agreement  to  purchase  or  sell  a  specific  amount  of  a 
commodity  or  financial  instrument  at  a  particular  price  on  a  specified  future 
date.    Example:  In  a  commodity  future  contract,  one  party  agrees  to  buy,  and 
the  other  to  sell,  a  certain  amount  of  a  commodity  (e.g.,  oil)  at  a 
predetermined  price  for  delivery  on  a  predetermined  date. 

•  Option:  A  contract  that  grants  the  right,  but  not  the  obligation,  to  buy  or  sell  a 
commodity  or  other  financial  instrument  at  a  specified  date  in  exchange  for  an 
agreed-upon  sum  (the  premium).    If  the  right  is  not  exercised  after  a  specified 
period,  the  option  expires. 
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4.         PARTICIPANTS  IN  THE  FINANCIAL  DERIVATIVE  MARKETS 

There  are  two  broad  categories  of  participants  in  the  derivative  markets.    First, 
"dealers,  or  intermediaries"  and  second,  "end-users."    In  principle,  these  two  classes  of 
participants  are  distinguishable  by  their  motivations.    In  practice,  some  participants  act 
in  both  capacities. 

a.  Dealers:  Sometimes  referred  to  as  "intermediaries,"  dealers  cater  to  the  needs 
of  end  users  by  "making  markets"*  in  derivative  instruments.    In  doing  so,  they 
generate  income  from  transactions  fees,  bid-offer  spreads,  and  their  own  trading 
positions.    Dealers  primarily  enter  into  derivative  transactions  to  offset  other  "open" 
transactions,  and  in  the  process  generate  profits  on  the  bid-offer  spread.    Dealers  may 
also  speculate  by  taking  unmatched  or  unhedged  positions. 

Dealers  include  major  U.S.  money-center  banks,^  foreign  banks,  securities  firms, 
insurance  companies,  and  highly-rated  corporations  (primarily  energy  companies). 
Stringent  credit,  suitability  and  sophistication  requirements  limit  the  number  of  entities 
who  act  as  dealers.    Three  investment  banks  and  one  foreign  bank  who  act  in  a 
dealer  capacity*  conduct  many  of  their  dealing  activities  in  wholly-owned  but 
separately  capitalized  entities,  called  derivatives  product  companies  (DPCs),  which  are 
triple  AAA  rated.    The  motivation  for  this  is  to  meet  demanding  capital  requirements 
for  participation  in  the  OTC  derivative  markets.    Dealers  will  primarily  "deal,"  or 
participate  with  counterparties  who  themselves  meet  rigorous  credit  standards. 

b.  End  Users:  End-users  typically  enter  into  derivatives  transactions  to,  among 
other  things,  manage  risk,  reduce  financing  costs,  manage  assets  and  liabilities,  and 
increase  the  yield  of  certain  assets.    A  wide  variety  of  business  enterprises  are  end- 
users.    TTiey  include,  but  are  not  limited  to,  banks,  thrifts,  government  sponsored 
enterprises,  sovereigns  and  related  entities,  corporations,  insurance  companies,  farmers, 
municipalities,  institutional  investors,  and  speculators. 

End-users  consider  derivatives  as  critical  tools  in  managing  their  risk  exposures. 
For  example,  the  net  worth  of  a  bank  is  vulnerable  to  changes  in  interest  rates 
because  a  bank's  assets  and  liabilities  have  different  maturities  and  repricing 
characteristics.    Derivatives  allow  banks  to  manage  changes  in  interest  rates  in  a  more 
efficient,  and  less  costly  way  than  by  adjusting  its  traditional  assets  and  liabilities.    By 
using  derivatives,  end-users  can  disaggregate  the  risks  that  are  often  found  in 
traditional  instruments,  and  transfer  such  risks  to  parties  who  are  better  suited,  or 
more  willing  to  take  on  those  risks.    For  example,  many  thrifts  could  potentially  have 


To  make  a  market  is  lo  maintain  fiim  bid  and  ofTer  prices  in  a  given  secunty  by  standmg  ready  to  buy  or  sell  round  lots 
ai  publicly  quoted  prices. 

According  lo  industry  sources,  ten  U.S.  banks  cunently  deal  in  derivatives. 

Merrill  Lynch,  Salomon  Brothers,  Goldman  Sachs,  Banque  Panbas. 
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benefitted  from  using  derivatives  during  the  interest  rate  spiral  of  the  late  1970s/early 
1980s.    Corporations  use  derivatives  primarily  to  reduce  risks  that  are  inherent  in 
their  businesses. 


5.         GROWTH  IN  THE  FINANCIAL  DERIVATIVE  MARKETS 

Growth  in  the  financial  derivative  markets  has  been  phenomenal  since  their  use 
became  widespread  over  roughly  the  last  decade,  and  has  largely  been  driven  by 
growth  in  demand  by  end-users.    Four  principal  forces  have  driven  derivatives  growth: 


a.         Forces  Driving  Derivatives  Growth 

(1)  Shifts  and  Surges  in  Market  Volatility:  Volatility  has  been  and  continues  to 
be  an  important  factor  in  the  growth  of  the  financial  derivative  markets.    Policy 
regimes  and  their  impact  e.g.,  Great  Britain  refusing  to  join  the  European  Monetary 
System,  and  policies  of  devaluing  currencies,  are  important  to  growth  in  the  derivative 
markets. 

(2)  The  Demand  for  Liquidity:  The  provision  of  liquidity  by  derivatives,  a 
critical  factor  in  any  transaction,  has  been  one  of  the  greatest  sources  of  growth  for 
these  instruments. 

(3)  The  Demand  for  New  Ways  to  Transfer  Risks:  Financial  institutions  have 
turned  to  derivatives  to  replace  traditional  hedging  operations  executed  in  the  cash 
market,  and  nonfinancial  corporations  have  turned  to  derivatives  for  general  hedging 
and  positioning  purposes. 

(4)  The  Global  Diversification  of  Equity  Portfolios:  Moves  by  institutional 
investors  and  other  large  financial  entities  to  diversify  their  equity  portfolios  has 
significantly  contributed  to  the  growth  in  the  use  of  financial  derivatives. 


b.        Growth  by  l^pe  of  Market 

Growth  by  type  of  market  comprises  growth  in  exchange  markets,  and  growth 
in  OTC  markets.    Growth  in  the  OTC  markets  exceeded  and  continues  to  outpace 
growth  in  exchange  markets. 


c         Growth  by  T^^pe  of  Contract 

Pursuant  to  growth  in  the  use  of  derivatives,  the  markets  for  these  instruments 
have  also  grown.    Certain  types  of  contracts  have  been  stronger  contributors  to  growth 
notably  (1)  Interest  Rate  Contracts:  Most  of  the  growth  in  financial  derivatives  has 
been  in  this  area;  (2)  Currency  Contracts:  Next  to  interest  rate  contracts,  currency 
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contracts  contributed  the  most  to  the  growth  in  derivatives;  (3)  Equity  Contracts: 
Equity  contracts  are  a  small  part  of  the  whole  derivatives  market,  but  recent  growth 
has  been  explosive  --  they  are  likely  to  become  a  major  part  of  the  market  in  the 
near-  to  medium-term  future. 


d.         Geographical  Growth 

The  geographical  growth  of  financial  derivatives  manifested  itself  primarily  in 
the  opening  of  new  derivative  exchanges  and  the  widening  share  of  nondollar 
currencies  in  OTC  derivatives. 
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B.         RISKS  ARISING  FROM  AND  RISK  MANAGEMENT  OF  DERIVATIVE 
PRODUCT  TRANSACTIONS 

The  risks  arising  from  derivative  transactions  are  numerous  and  particularly 
important  considering  the  nature  and  magnitude  of  these  transactions.    In  many  ways, 
the  risks  associated  with  derivative  instruments  are  the  same  types  of  risks  banking 
institution,    ace  daily  in  their  lending,  treasury  and  trading  functions.    According  to 
the  Office  of  the  Comptroller  of  the  Currency,  "Financial  derivative  transactions 
currently  represent  a  relatively  small  portion  of  the  total  credit,  market,  liquidity,  and 
operational  risk  to  which  most  banks  are  routinely  exposed."^    Derivatives  repackage 
these  risks  in  different  combinations  that,  in  comparison  to  traditional  bank  products, 
can  be  quite  complex.    As  a  result,  derivatives  require  much  stronger  risk  control  and 
management  systems.    There  are  seven  primary  risks  associated  with  derivative 
instruments.    Systemic  risk,  although  not  considered  as  primary,  is  also  an  important 
risk  consideration  in  the  derivative  markets. 


1.         COUNTERPARTY  CREDIT  RISK 

Also  known  as  credit  risk,  counterparty  credit  risk  is  the  risk  of  loss  in  the 
event  the  counterparty  to  a  transaction  defaults,  or  otherwise  fails  to  perform  under 
the  terms  of  the  contract.    Credit  risk  is  greater  in  the  trading  of  OTC  derivative 
instruments  than  in  the  trading  of  exchange-traded  instruments.    The  reason  for  this  is 
that  contracts  in  the  OTC  market  may  not  be  settled  for  long  periods  of  time,  usually 
are  not  collateralized,  and  are  not  subject  to  clearinghouse  offset,  which  functions  to 
eliminate  credit  risk.    To  compensate  for  this,  rigorous  credit  standards  are  required 
to  enter  into  OTC  derivative  agreements. 

Current  credit  exposure  from  the  default  of  a  counterparty  is  measured  as  the 
positive  replacement  cost  value  of  the  derivative  contract.    When  the  replacement  cost 
is  negative,  no  loss  is  incurred  if  the  counterparty  defaults.    Measuring  current 
replacement  cost  and  market  value  is  approximated  by  "marking  contracts  to  market,"* 
often  on  a  daily  basis.    Replacement  cost  will  alwavs  be  only  a  small  percentage  of 
the  notional  principal  amount  of  an  OTC  contract.     Estimating  potential  future  credit 
exposure  is  a  far  more  difficult  task.    Determination  of  potential  exposure  calls  for  an 
assessment  of  what  the  replacement  cost  of  the  derivative  transaction  could  be  in  the 
future  if  the  underlying  variables  that  determine  the  value  of  the  contract  move 
adversely.    Market  participants  use  historical  simulation  studies,  valuation  models  and 
other  statistical  techniques  to  assess  potential  exposure.    Participants  often  assess 
"expected  exposure"  and  "worst  case  exposure,"  to  provide  a  cushion  in  the  case  of 


'Ritk  MuagenKnt  of  Financul  Derivatives.*  BanluM  CireuUr  (BC-277),  OIRce  of  tte  ConpticUer  of  the  Currency. 
October  27.  19»3. 

g 
Adjusting  the  valuation  of  a  security  or  portfolio  to  renect  current  market  values,  as  0|H)0M<1  to  cost  value. 

a 
For  eojnplc,  the  poss  credit  exposure  due  to  derivatives  activity  at  the  JO  laifcst  bank  boldiiif  companies  was  2J%  of 
the  notional  amount,  and  the  net  credit  exposure  was  1.46%  of  the  nodooal  amount 
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misjudgment.    Expected  exposure  is  the  credit  risk  that  is  "likely  to  materialize." 
Adequately  managing  credit  exposure  for  the  OTC  and  exchange  markets  requires 
several  important  elements  such  as: 

•  Internal  Controls:  Internal  controls  ensure  that  credit  risk  is  assessed  prior  to 
entering  into  transactions  with  a  given  counterparty  and  that  credit  risk  is  monitored 
over  the  life  of  the  transaction.    The  establishment  of  appropriate  guidelines,  policies 
and  procedures  to  assess  credit  risk  is  critical.    In  addition,  only  people  with 
significant  expertise  in  the  field  of  derivatives  should  be  allowed  to  participate  in 
these  markets; 

•  Documentation:  Proper  documentation  will  help  reduce  and  control  credit 
exposure  to  counterparties.    For  example,  the  use  of  standardized  Master  Agreements 
(contract  between  counterparties)  serves  to  reduce  credit  risks;  and 

•  Collateral:  Collateral  arrangements,  required  for  exchange-traded  derivatives, 
and  often  used  for  OTC  derivatives,  are  clearly  important  in  the  management  of 
credit  risk.    These  arrangements  can  be  unilateral  or  bilateral,  and  are  often 
negotiated  to  address  the  concerns  of  both  parties. 


2.  MARKET  RISK 

The  market  risk  of  a  derivative  is  the  risk  of  a  decline  in  the  value  of  the 
contract  arising  from  adverse  movements  in  the  price,  index,  or  rate  of  the  instrument 
underlying  the  contract.    The  market  risk  for  derivatives,  like  that  of  any  other 
financial  instrument,  by  definition  depends  upon  their  price  behavior  when  market 
conditions  change.    In  order  to  explain  this  behavior,  a  dealer  or  end-user  must 
identify  the  components  of  market  risk  and  understand  their  interaction.    One  of  the 
more  severe  problems  in  measuring  market  risk  is  the  possibility  of  mispricing 
derivative  products. 

Risk  managers  within  the  derivatives  industry  have  developed  and  continue  to 
develop  various  ways  to  quantify  market  risk.    Measuring  market  risk  under  all  but 
the  simplest  method  raises  certain  technical  challenges.    First,  participants  must 
establish  a  measure  of  risk  that  can  be  applied  to  a  wide  variety  of  derivatives. 
Second,  participants  must  make  assumptions  about  underlying  volatility  and 
correlations  for  both  instruments  and  markets.    Another  challenge  involves  quantifying 
and  preparing  for  the  consequences  of  abnormal  market  conditions  when  the 
assumptions  that  are  valid  under  normal  markets  no  longer  apply. 

Several  methods  are  used  to  measure  and  manage  market  risk.    One  method, 
the  Value-at-Risk  method  assigns  a  single  number,  called  the  value-at-risk,  to  measure 
the  amount  a  firm  has  at  risk  due  to  market  fluctuations.    Value-at-risk  is  the 
expected  loss  from  an  adverse  market  movement  with  a  specified  probability  over  a 
particular  period  of  time.    For  example,  a  value-at-risk  calculation  using  two  standard 
deviations  is  designed  to  predict  with  97.5%  probability  that  any  change  in  portfolio 
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value  over  one  day  resulting  from  an  adverse  market  movement  will  not  exceed  a 
specific  amount.    The  calculation  predicts  that  there  is  only  a  2.5%  probability  that 
the  value  of  the  portfolio  will  exceed  the  specific  amount.    Value-at-risk  encompasses 
changes  in  all  major  risk  components  such  as  absolute  price  or  rate  change  (delta), 
convexity  (gamma),  volatility  (vega),  time  decay  (theta),  and  discount  rate  (rho). 

Another  method,  the  equity  attribution  method,  is  designed  to  assess  and 
manage  all  risks  associated  with  derivatives  and  other  products  by  attributing  capital 
to  products  and  profit  centers  based  on  assessed  risk.    This  process  evaluates  overall 
risk  and  capital  adequacy  and  further  assesses  risk  versus  reward  profiles  of  various 
aaivities. 

Stress  test  simulations  are  also  frequently  used  to  measure  and  manage  market 
risk.    Stress  test  methodologies  tend  to  require  complex  mathematical  models  and 
extensive  data  bases;  however,  even  the  most  sophisticated  models  are  only  as  good  as 
the  assumptions  implicit  in  the  underlying  data,  and  remain  subject  to  individual 
interpretation. 


3.  SETTLEMENT  RISK 

Settlement  risk  is  the  exposure  of  loss  arising  when  an  institution  either  pays 
out  funds  or  delivers  assets  before  receiving  assets  or  payment  from  its  counterparty. 
As  such,  settlement  risk  can  assume  several  forms.    In  today's  global  markets,  few 
financial  transactions  are  settled  on  a  same-day  basis,  or  simultaneously.    As  a  result, 
one  party  could  suffer  a  loss  if  the  price  of  an  instrument  moved  in  its  favor  and  the 
counterparty  was  not  obliged,  or  refused  to  honor  the  agreement  on  the  settlement 
date.    Current  netting  provisions,'"  as  well  as  those  proposed  by  the  Basle  Committee 
on  Banking  Supervision"  greatly  reduce  settlement  risk  issues. 

4.  OPERATING  RISK 

Operating  risk  is  the  risk  that  inadequate  internal  controls,  procedures,  human 
error,  system  failure,  or  fraud  can  result  in  unexpected  losses.    Among  U.S.  banks, 
only  a  few  large  institutions  appear  to  have  material  exposures  arising  from  activity  in 


Neltiog  is  derioed  as  a  whtlen  bilateral  coninct  between  two  panics  or  more  under  wtiich  any  obligation  to  each  other 
to  deliver  securities,  currency,  or  other  assets  on  a  (iven  date  is  automatically  amalgamated  with  all  other  obligations  for  the 
same  asset,  as  of  the  same  value  date,  in  effect  legally  substituting  one  single  net  amount  for  the  previous  gross  obligations. 
Netting  is  usually  carried  out  as  netting  by  novation  (substitution  of  a  new  contract  or  obligation  for  an  existing  one.  and  the 
dischaige  of  the  existing  obligation),  in  which  existing  obUptions  are  tolled  into  a  new  master  agreement  for  settlement  of 
transactions. 

The  Basle  Committee  on  Banking  Supervision  is  a  Committee  of  banking  supervisory  authorities  which  was  esublished  by 
the  central  bank  Oovemots  of  the  Group  of  Ten  countries  in  1975.    It  consists  of  senior  representatives  of  bank  supervisoty 
authorities  and  central  banks  from  Belgium.  Canada.  France.  Germany,  luly.  Japan.  Luxembourg,  Netherlands.  Sweden, 
Switzerland,  United  Kingdom,  and  the  United  Sutes.    It  usually  meeu  at  the  Bank  for  Intenutional  Settlemenu  in  Basle. 

See  also  Sedaao  E4.l(2XcXQ  of  this  Report. 
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the  derivative  markets.  These  financial  institutions  currently  have  capital  bases  large 
enough  to  absorb  sizable  derivative  losses.  Moreover,  the  concentration  of  derivative 
activities  in  only  a  few  large  institutions  facilitates  supervision  of  their  activities. 

Several  issues  are  important  to  reducing  and  controlling  operating  risk.    First 
and  foremost,  oversight  of  informed  and  involved  senior  management  is  critical.    This 
has  been  the  leading  recommendation  on  the  part  of  meirket  participants  and  industry 
sources  to  improve  the  efficiency  of  the  derivatives  markets.    Second,  entities  either 
dealing  or  using  derivatives  must  have  the  systems  necessary  to  keep  pace  with  the 
markets.    In  the  rapidly  changing  world  of  derivatives,  new  product  innovations  are  on 
the  verge  of,  or  actually  are  in  some  instances,  outdistancing  the  ability  of  systems 
and  technology  to  keep  pace.    Third,  related  to  systems,  the  operations  of  market 
participants  need  to  be  up  to  par  given  the  rapidly  changing  nature  of  the  markets. 
Operations  encompasses  documentation,  new  product  development,  policies, 
procedures  and  guidelines,  and  other  'Tjack-office"  processes.    Fourth,  controls  are 
critical  to  the  derivatives  business.    The  primary  element  of  control  lies  in  the 
organization  itself.    It  is  the  role  of  management  to  ensure  that  the  conduct  of  activity 
be  consistent  with  delegated  authority.    The  fifth  critical  issue  related  to  operating 
risk  is  the  audit  function.    Internal  auditing  plays  an  important  role  in  the  procedures 
and  control  framework  by  providing  an  independent  assessment  of  the  effectiveness  of 
the  framework.    The  principal  challenge  for  management  is  to  ensure  that  the  internal 
audit  staff  has  sufficient  expertise  to  carry  out  work  in  both  the  front  and  back 
offices.    Considerable  investment  in  training  is  needed  to  ensure  that  staff  understands 
the  nature  and  characteristics  of  the  instruments  being  transacted. 

5.  MARKET  LIQUIDITY  RISK 

Market  liquidity  risk  is  the  risk  that  a  financial  asset  or  off-balance  sheet 
instrument  cannot  be  sold  or  replaced  quickly  at,  or  very  close  to,  its  fundamental 
value.    Exchange-traded  derivatives  are  less  subject  to  market  liquidity  risk  than  are 
OTC-traded  derivatives  because  of  their  use  as  standardized  contracts  and  the 
settlement  role  of  the  clearinghouse.    It  is  widely  accepted  that  liquidity  risk  is  of 
greater  consequence  the  greater  a  firm's  involvement  in  the  derivatives  business,  the 
greater  its  reliance  on  short-term  funding,  the  lower  its  credit  standing,  and  the  more 
restricted  its  access  to  central  bank  discount  or  borrowing  facilities. 


6.  LEGAL  RISK 

The  most  significant  losses  to  date  in  derivative  markets  have  resulted  from 
legal  risk.    For  example,  a  number  of  participants  in  the  swap  markets  suffered  losses 
on  contracts  with  local  authorities  in  the  United  Kingdom  recently  when  those 


10 


27 


jurisdictions  were  found  to  be  without  authority  to  enter  into  swap  contracts.'^    In  the 
U.S.,  a  significant  source  of  legal  risk  has  been  the  potential  application  of  the  off- 
exchange  trading  prohibition  of  the  Commodity  Exchange  Act  (CEA).    After  initially 
indicating  that  swap  contracts  would  be  subject  to  provisions  of  the  CEA,  the  CFTC 
issued  a  policy  statement  in  1989  indicating  that  swap  agreements  meeting  certain 
conditions  would  not  be  considered  to  be  illegal  futures. 

Another  source  of  concern  on  this  topic  relates  to  the  legal  enforceability  of 
netting  provisions  (agreed  offsetting  of  positions  or  obligations  by  trading  partners  or 
participants  in  a  system)  under  which  exposures  from  multiple  derivative  transactions 
are  netted.  The  Basle  Committee  on  Banking  Supervision  recently  issued  a  package 
of  supervisory  proposals  dealing  with  netting  provisions.  Given  questions  about  legal 
enforceability,  concerns  have  been  raised  about  the  Basle  Proposal  and  its  weakening 
of  capital  requirements. 

There  are  five  principal  enforceability  risks  which  can  occur  at  different  stages 
of  an  OTC  derivative  transaction. 

a.         Contract  Formation:  The  Statute  of  Frauds:  Due  to  the  growth  in  derivatives 
activity  over  the  last  10  years,  documentation  was  often  delayed  -  a  problem  known 
as  "backlog."    In  the  early  days  of  derivatives,  documentation  backlog  became 
commonplace  and  some  transactions  went  undocumented  for  long  periods  of  time. 
This  created  a  legal  risk  that  a  counterparty  with  unrealized  losses  could  disaffirm  the 
transaction  before  a  writing  was  executed  by  asserting  the  Statute  of  Frauds.''*    Laws 
in  England,  France,  Germany,  and  the  Canadian  provinces  of  British  Columbia  and 
Quebec,  for  example,  do  not  require  that  a  contract  for  a  derivative  transaction  take 


In  Januaiy  1991,  the  U.K.  Houte  of  Lords  held  that  the  London  Borough  of  Hunmenmilh  and  Fulham  lacked  the 
neceuaiy  capacity  to  enter  into  interest  rate  swap  contracu  it  had  entered  into  during  the  19g0c  and  therefore  was  not  liable  to 
make  payments  on  those  contracts  on  which  it  would  otherwise  have  surfercd  large  kxses.    The  losses  suffered  by  swap  dealers  as 
a  result  of  this  decision  arc  estimated  to  represent  over  S0%  of  total  losses  due  to  defaults  on  swaps  since  the  inception  of  swap 
activiiy  (the  decision  emphasizes  the  desirability  of  clear  legal  authonty  as  to  the  capacity  of  parties  to  enter  into  derivatives 
transactions).    The  Local  Covenunent  Act  197Z,  from  which  local  authorities  derive  their  powen,  does  not  include  any  express 
power  for  local  authorities  to  enter  into  derivatives  transactions  and  the  House  of  Lords  found  no  implied  powers  whether  for 
hedging  purposes  or  otherwise.    Prior  to  the  House  of  Lords  decision,  the  question  of  the  capacity  of  local  authonties  to  enter 
into  swaps  had  been  discussed  with  ceruin  regulatory  bodies  and  with  legal  counsel,  and  a  ooi  uDCommon  view  was  that  local 
authonties  had  the  capacity  to  enter  into  swaps  as  a  nsk  management  tool  in  ceruin  circunistances. 

'^  On  Januaiy  14,  1993,  the  CFTC  adopted  two  separate  sets  of  regulations  that  exempt  swap  agRcments  (as  defined  in 
Section  101  of  the  VS.  Bankruptcy  Code)  and  hybrid  instruments  (the  regulatioiu  defirK  *hyt>rid  iostmment*  as  an  instrument 
that  is  an  'equity  or  debt  security  or  depository  instrument...with  one  or  more  cornmodity-dependcnt  components  that  have 
payment  features  similar  to  commodity  futures  or  commodity  option  contracts  or  combinations  thereof*)  from  the  Commodity 
Exchange  Act  (CEA).    The  regulations  were  adopted  pursuant  to  the  authority  granted  to  the  CFTC  under  the  Futures  Trading 
Practices  Act  of  1992  (FT?A)  to  provide  exemptions  from  the  CEA  for  futures  contracts  and  transactions  that  may  have  futures- 
like  elements,  including  swap  agreements,  hybrid  instruments,  forward  contracts,  and  bank  deposits.    The  FTPA  also  provides  an 
express  preemption  of  state  'bucket  shop'  and  gaming  laws  for  transactions  covered  by  the  terms  of  the  exemption.    Therefore. 
the  exemptions  orOrTde  valuable  legal  ceruintv  which  should  be  sought  in  lurisdictions  where  the  lenlirv  of  derivatives 
transactions  remains  an  issue  (these  exemptions  would  not  appear  to  apply  to  derivatives  transactions  that  are  equity  indexed. 

'    The  Sutute  of  Frauds  is  the  common  designation  of  a  very  celebrated  English  sutute,  passed  in  1677,  which  has  been 
adopted,  in  more  or  less  modified  form,  in  nearly  all  of  the  United  Sutes.    IB  chief  characteristic  is  the  provision  that  no  suit  or 
action  shall  be  maintained  on  certain  classes  of  contracts  or  engagements  unless  there  shall  be  a  note  ot  memorandum  thereof  in 
writing  signed  by  the  party  to  be  changed  or  by  his  authonzed  agent  (e.g,  conlractt  for  the  sale  of  goods  priced  at  SSOO  or 
more;  and  cootracu  for  U>e  sale  of  land).    Its  object  was  to  close  the  door  to  numerous  frauds  and  peijuiies.    It  is  more  fully 
known  as  the  'sutute  of  frauds  and  perjuries.* 
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any  particular  form  (i.e.,  an  oral  agreement  is  sufficient).    New  York,  however,  has 
two  different  provisions  that  require  a  writing  (i.e.,  two  different  statute  of  fraud 
provisions). 

b.  Capacity:  Capacity  is  generally  defined  as  a  borrower's  ability  to  pay  an 
obligation  when  due.    Numerous  entities  use  derivative  transactions  to  manage 
financial  risks,  and  capacity  concerns  regarding  derivatives  are  not  particularly  relevant 
for  major  corporations  and  financial  institutions.    However,  the  issue  does  arise  in 
relation  to  agreements  with  other  entities  such  as  state  and  local  governments.    In  this 
case,  questions  may  arise  as  to  whether  that  entity,  or  the  person  representing  the 
entity,  has  the  capacity  to  enter  into  such  a  transaction  or  whether  the  transaction  is 
beyond  its  capacity  (i.e.,  ultra  vires). 

c.  Early  Termination:  According  to  market  participants,  another  area  presenting 
major  legal  enforceability  concerns  is  early  termination.    The  specific  issue  is  whether 
the  non-defaulting  party  to  a  derivative  master  agreement  would  be  able  to  enforce 
the  provisions  entitling  it  to  terminate  the  agreement  and  net  out  or  offset 
termination  vjilues  and  payment  amounts  (i.e.,  close-out  netting)  upon  the  bankruptcy, 
insolvency  or  liquidation  of  its  counterparty.    The  U.S  Bankruptcy  Code,  FIRREA  and 
FDICIA  all  contain  provisions  regarding  the  netting  of  obligations  between  financial 
market  panicipants  in  the  event  that  one  of  the  participants  fails.    Regulators  have 
suggested  that  it  may  be  desirable  to  have  a  single  standard  as  to  what  types  of 
netting  contracts  are  covered.    Uniformity  would  help  provide  certainty  to  financial 
market  participants  regarding  the  extent  of  netting  coverage. 

d.  Multibranch  and  Multiproduct  Netting  Arrangements:  Banks  use  multibranch 
master  agreements  to  "book"  individual  derivative  transactions  through  any  branch 
designated  in  the  agreement.    The  use  of  such  master  agreements  involves  the  issue 
of  whether  upon  the  insolvency  of  a  counterparty,  parties  to  a  multibranch  master 
agreement  can  terminate  that  agreement  and  net  across  branches  to  achieve  one  net 
amount  owed  by  or  to  a  counterparty.    In  addition,  if  a  party  seeks  to  net  across 
product  types,  there  is  uncenainty  as  to  whether  the  master  agreements  should  be 
treated  as  one  single  executory  contract  which  can  be  immediately  terminated.    If  the 
agreements  are  treated  as  separate  executory  contracts,  there  is  a  risk  of  selective 
repudiation  and  added  uncertainty  and  delay. 

e.  Legality/Enforceability  of  Derivatives  Transactions:  In  some  jurisdictions,  issues 
exist  relating  to  the  general  legality  or  enforceability  of  derivative  transactions.    Brazil, 
Canada,  Japan,  and  Singapore  each  indicates  that  issues  exist  whether  swaps  or  other 
derivative  transaaions  could  be  deemed  gambling  contraas,  and  thus  illegal  or 
unenforceable.    In  Australia,  it  is  a  recognized  concern  that  a  derivative  contract  may 
be  classified  as  a  gaming  or  wagering  contract  and  thus  invalid,  because  state  and 
territory  legislation  does  not  define  the  terms  "gaming"  or  "wagering."    In  the  United 
States,  specifically  in  New  York,  three  statutes  bear  on  the  legality  issue  with  respect 
to  gambling.    The  first,  a  criminal  statute,  proscribes  the  act  of  "promoting  gambling;" 
the  second,  ako  a  criminal  statute,  proscribes  operating  a  "bucket  shop"  (i.e.,  selling 
cash-settled  option  contracts);  and  the  third  statute  voids  all  contracts  for  wagering  on 
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a  contingent  event.    There  was  once  a  risk  that  a  court  might  use  one  of  these  three 
statutes  to  invalidate  a  swap  agreement;  however,  the  exemptions  from  the 
Commodity  Exchange  Act  provided  to  swap  agreements  and  hybrid  instruments 
substantially  reduce  this  concern. 

Legal  risks  for  the  derivative  markets  are  still  significant  despite  progress 
toward  establishing  legal  certainty.    Banks  have  taken  steps  to  limit  potential  legal 
risks  by  obtaining  opinions  of  counsel  that  counterparties  have  legal  authority  to  enter 
into  contracts  and  by  strengthening  due  diligence  reviews  of  counterparties.    Banks 
and  other  market  participants  also  are  working  together  through  an  industry  trade 
group,  the  International  Swaps  and  Derivatives  Association  (ISDA),  to  address 
common  legal  concerns.    It  is  important  to  remember  that  because  much  of  the 
derivative  products  markets  is  relatively  young,  many  legal  uncertainties  exist  regarding 
these  instruments. 


7.         AGGREGATION  OR  INTERCONNECTION  RISK 

Interconnection  risk  results  from  the  interaction  of  positions  in  one  instrument 
with  other  positions,  both  in  derivative  products  and  in  the  underlying  asset  markets. 
These  interactions  fi-equently  involve  both  cross-border  and  cross-market  links  and  a 
wide  range  of  individual  financial  instruments.    Multi-legged  derivative  positions  are 
growing  rapidly,  both  in  size,  variety  and  complexity.    Transactions  can  now  involve 
different  types  of  derivative  instruments  packaged  into  one  product.    Because  of  the 
increasing  prevalence  of  these  positions,  a  major  default  or  disruption  may  not  be 
isolated  as  easily  as  was  once  the  case.    Intercormection  risk  can  also  be  seen  as  one 
basic  element  that  could  lead  to  systemic  risk. 


8.         SYSTEMIC  RISK 

Systemic  risk  is  the  risk  that  a  disruption  by  any  participant  or  group  of 
participants  causes  widespread  difficulties  at  other  firms,  in  other  segments,  or  in  the 
financial  system  as  a  whole.    The  rapid  growth  of  global  derivative  transaaions  has 
led  industry  sources  to  question  whether  this  activity  might  increase  systemic  risks  in 
the  financial  markets  or  complicate  the  efforts  of  supervisors  to  deal  with  systemic 
disturbances.    A  complete  evaluation  of  the  contribution  of  derivatives  to  the  economy 
must  consider  these  potential  consequences  and  assess  their  likelihood  and 
significance.    Since  some  systemic  risk  arises  in  the  course  of  ordinary  market 
activities,  it  can  never  be  completely  eliminated. 

There  is  no  general  agreement  as  to  which  aspects  of  derivative  activities  pose 
the  greatest  systemic  concerns.    Relevant  issues  to  systemic  risk,  according  to  industry 
experts  and  market  participants,  arc  mostly  the  same  risks  related  to  traditional 
financial  instruments. 
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a.        Possible  Sources  of  Systemic  Risk 

(1)  The  Size  and  Complexity  of  Derivatives  Activity:  Derivative  activities  are 
clearly  large,  but  still  modest  in  size  relative  to  activities  in  other  markets.    Its 
complexity,  which  is  a  reflection  of  the  equally  complex  risks  in  the  real  economy, 
would  merit  concern  if  it  outstripped  participants'  ability  to  evaluate  and  manage  the 
attendant  risks.    There  is  much  evidence  to  the  contrary.    Most  dealers  have  gone  to 
great  lengths  to  establish  sophisticated  techniques  to  manage  their  derivative  exposures 
with  considerable  precision;  many  are  extending  the  benefits  of  these  techniques. 

(2)  Concentration  of  Activity  Among  a  Relatively  Small  Number  of  Institutions: 

The  geographic  diversity  of  dealers  and  the  different  types  of  institutions  acting  as 
dealers  considerably  reduce  the  level  of  concentration,  both  within  countries  and  for  a 
group  of  institutions  (e.g.,  banks).    A  survey  based  on  available  data  bom  annual 
reports  of  dealers  indicates  that  the  top  eight  dealers  accounted  for  58%  of  the 
interest  rate  and  currency  swap  markets  at  year-end  1991.'^    No  firm  in  that  survey 
had  over  a  10%  share  of  the  market. 

(3)  Lack  of  Transparency:  This  is  mentioned  in  the  context  of  internal 
management  rep>orting,  external  financial  reporting,  or  the  collection  of  industry  data. 
As  to  the  first  aspect,  many  participanu,  especially  dealers,  mark  their  derivative 
pK>sitions  to  market  on  a  daily  basis  for  risk  management  purposes,  an  important  step 
towards  transparency.    Financial  reporting  is  one  area  where  the  institutional 
framework  •-  accounting  standards  and  reporting  requirements  -  has  not  kept  up  with 
the  development  of  derivatives.    This  is  clearly  an  area  where  improvements  are 
needed.    Recommendations  on  the  part  of  industry  experts  call  on  participants  to 
voluntarily  adopt  accounting  and  disclosure  practices  for  international  harmonization 
and  greater  transparency,  pending  the  arrivail  of  international  standards.    This  may  be 
an  area  of  particular  interest  to  legislators. 

(4)  Illiquidity:  The  liquidity  of  derivative  transactions  has  been  successfully 
tested  in  several  situations  of  failures  by  large  participants.    By  moving  from  the 
management  of  individual  positions  to  the  management  of  components  of  market  risk, 
derivative  dealers  appear  to  have  been  able  to  move  beyond  product  liquidity  to  risk 
liquidity:  a  customized  swap  may  ap|>ear  to  be  illiquid,  but  if  its  component  risks  are 
liquid,  then  dealers  will  be  willing  to  provide  liquidity.    Positions  can  become  illiquid, 
however,  particularly  in  a  crisis. 

(5)  Settlement  Risk:  Relative  to  the  settlement  risk  of  foreign  exchange 
transactions,  which  is  very  large  given  the  volumes  involved,  the  settlement  risk  of 
derivatives  appears  to  be  modest.    Such  risk  is  further  reduced  for  settlements  in  a 
single  currency  by  the  netting  provisions  that  are  standard  in  derivative  contracts. 

(6)  Credit  Rislu  The  amount  of  aedit  losses  incurred  in  derivative  activities 


^  Source:  The  Wotfcft  M«ior  S«»d  Doleii.  Svmpe  ^llollllor  PubUcmiiotn.  loc  Noweabcr  1992. 
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has  been  very  low.    In  fact,  the  rate  of  credit  losses  in  derivatives  compared  with  loss 
rates  for  traditional  banking  products  indicates  that  by  participating  in  derivative 
activities,  bank  dealers  have  increased  the  average  credit  quality  and  diversity  of  risk 
to  which  they  are  exposed. 

(7)  Unregulated  Entities:  Unregulated  entities  --  such  as  affiliates  of  U.S. 
broker-dealers  or  of  insurance  companies,  and  certain  non-fmancial  firms  --  have 
prompted  increased  competition  and  innovation  of  products,  but  could  lead  to 
increased  risk  to  regulated  dealers  or  increased  systemic  risk.    Participants  evaluate 
for  themselves  the  risks  and  benefits  of  trading  with  unregulated  entities. 

(8)  Market  Linkages:  Derivatives  have  inaeased  market  linkages  by 
intermediating  markets  efficiently  and  by  providing  effective  risk  management  tools  to 
facilitate  the  operation  of  global  businesses.    At  the  same  time,  there  is  concern  that 
by  fostering  these  linkages,  derivatives  make  it  possible  for  shocks  to  be  transmitted 
faster  and  further  than  was  possible  before. 

(9)  Legal  Risks:  Despite  efforts  to  reduce  legal  risks,  they  remain  significant 
and  have  the  potential  to  create  systemic  problems.    Market  participants  and  research 
indicates  that  derivatives  appear  to  pose  no  significantly  greater  systemic  threat  than 
other  financial  activities  to  the  financial  system.    However,  there  is  no  room  for 
complacency.    Among  U.S.  banks,  it  is  widely  accepted  that  only  a  few  large 
institutions  appear  to  have  material  exposures  arising  from  activity  in  the  derivative 
products  markets.    Most  of  them  are  perceived  by  the  market  to  present  little  credit 
risk  and,  in  practice,  they  all  have  sophisticated  risk  management  procedures  and 
capital  bases  large  enough  to  absorb  sizable  derivative  product  losses.    In  addition, 
the  concentration  of  derivative  activities  in  only  a  few  large  institutions  facilitates 
supervision  of  their  activities.    The  failure  of  one  of  these  institutions  as  a  result  of 
derivative  products  appears  unlikely  in  the  current  risk  environment. 

Brian  Quinn,  Executive  Director  of  the  Bank  of  England,  discussed  the  issue  of 
systemic  risk  before  the  Group  of  Thirty  on  September  27,  1993,  at  the  Federal 
Reserve  in  Washington,  D.C.    Mr.  Quinn  emphasized  that  complacency  is  not  in  order 
regarding  this  issue,  and  that  past  experience  (little  evidence  of  market  disturbances 
causing  systemic  risk)  is  not  a  good  indicator  or  measure  for  future  reference, 
particularly  for  a  market  which  is  growing  so  rapidly. 

9.         CREDIT  RATING  AGENCY  ASSESSMENT  OF  DERIVATIVE  RISK 

The  Minority  Staff  has  met  with  both  Moody's  and  Standard  and  Poor's,  the 
two  leading  independent  credit  rating  agencies.    Credit  rating  agencies  are  particularly 
interested  in  the  derivative  activities  of  banks  and  securities  firms  because  of  the 
impact  derivatives  have  on  the  aedit  quality  of  the  entities  they  rate.    For  example, 
since  derivatives  don't  show  up  on  balance  sheets,  and  extensive  standardized 
supplemental  reports  on  these  instruments  have  not  yet  been  put  into  place,  it  is 
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unclear  exactly  how,  and  to  what  extent,  the  credit  quality  and  financial  condition  of 
firms  is  affected  by  derivative  activities.    This  often  leaves  everyone  from  accountants 
to  analysts,  investors,  and  regulators  guessing  about  the  risks  being  taken  by  an 
institution. 

a.         Moody's  Investors  Service 

The  goal  of  Moody's  analysis,  where  derivatives  are  concerned,  is  to  form  a 
subjective  opinion  about  the  effect  derivatives  have  upon  the  credit  quality  of  an 
entity  they  rate.    They  look  at  derivatives  in  two  principal  contexts:  •  How  derivatives 
are  used  to  hedge  against,  for  example,  liabilities  or  foreign  cash  flows,  and  •  How 
derivatives  are  used  to  assume  speculative  risks.    Their  focus  in  rating  firms  revolves 
around  the  degree  to  which  firms  use  derivatives  to  hedge  risks  inherent  in  their 
business  and  the  degree  to  which  they  use  derivatives  to  speculate.    Moody's  does  not 
have  one  particular  set  of  ratios  or  mathematical  formulas  that  can  dictate  an  opinion. 
Rather,  Moody's  forms  an  opinion  about  an  entity's  appetite  for  risk  and  the  systems 
they  have  in  place  to  monitor,  report,  and  control  the  risk  of  derivatives  at  that  entity. 

Moody's  approach  to  analysis  of  derivative  risk  involves  four  main  areas:  (1) 
Overview:  The  goal  here  is  to  understand  the  purpose  of  the  entity's  derivative 
activity.    For  example,  are  derivatives  entered  into  to  gain  fee  income  from  customer 
orders,  or  are  they  entered  into  to  take  market  positions?    (2)  Market  Risk:  After  the 
overview,  Moody's  explores  with  management  the  valuation  methods  and  market 
variables  entities  use  to  account  for  market  risks.    Estimation  of  how  values  can 
fluctuate  with  changes  in  market  variables  is  a  very  difficult  issue  to  pinfwint,  and 
Moody's  puts  special  emphasis  on  the  factors  used  to  make  these  estimations. 
Overall,  Moody's  examines  whether  the  sophistication  of  an  entity's  analytical 
approach  matches  the  depth  of  its  involvement  in  the  derivative  markets  and  the 
complexity  of  its  positions.    (3)  Credit  Risk:  Analytical  issues  for  credit  risks  are 
complicated  by  netting.    The  problem  is  one  of  both  system  capability  and  legal 
enforceability.    As  a  systems  problem,  one  issue  is  how  easily  and  quickly  all 
transartions  with  a  particular  counterparty  can  be  aggregated  together  into  a  single 
net  credit  exposure.    (4)  Operating  Risk:  As  part  of  Moody's  evaluation  of  operating 
risk,  they  focus  on  accounting,  compliance  and  controls,  and  also  on  the  level  of 
management's  expertise  and  involvement  in  the  entity's  derivative  business.    All  of 
these  elements,  often  overshadowed  by  the  importance  of  credit  and  market  risks,  are 
critical  to  the  proper  functioning  of  an  entity,  particularly  where  derivatives  are 
concerned. 

In  concluding,  Moody's  points  out  that  in  the  past,  verv  few  banks  it  rates  have 
been  materially  affected  hv  their  derivative  activities  except  in  a  positive  way.    Hisj: 
believe  that  it  will  be  quite  rare  that  derivative  activity  will  threaten  the  credit  Quality 
of  an  institution  and  added  that  they  do  not  think  that  derivatives  are  a  ticking  time 
bomb  for  the  banking  industry  as  a  whole.      Moody's  has  never  changed  an 
institution's  rating  solely  on  the  basis  of  its  derivative  aaivity.    They  feel  that 
derivatives  are  usually  used  by  financial  institutions  to  produce  income  in  ways  that 
assume  risks  similar  to  the  risks  already  undertaken  by  the  financial  institution  in  its 
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other  aaivities. 

b.         Standard  &  Poor's  Corporation 

Given  that  derivative  instruments  are  new,  that  they  have  not  been  tested 
through  a  wide  variety  of  stress  scenarios,  and  that  they  can  be  very  complicated  in 
nature,  Standard  &  Poor's  (S&P)  is  concerned  that  there  is  potential  for  some 
unforeseen  danger  in  these  markets.    S&P  recognizes  that  potential  for  increased  risks 
always  exists  in  new  businesses,  but  after  its  current  analysis  of  derivative  activities  of 
banks,  it  is  not  worried  and  does  not  anticipate  problems  at  this  time.    The  primary 
reason  for  this  is  that  the  risks  inherent  in  derivatives  are  the  same  risks  that  banks 
have  long  dealt  with  in  other  basic  lines  of  business,  such  as  lending,  treasury  and 
trading  operations.    Derivative  risks,  in  the  opinion  of  S&P.  appear  to  be  quantifiable 
and  manageable. 
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C.         SUITABILITY 

Suitability  rules  are  guidelines  that  those  selling  sophisticated  and  potentially 
risky  financial  products,  such  as  financial  derivatives,  must  follow  to  ensure  that 
investors  have  the  financial  means,  information,  knowledge  and  awareness  to  assume 
the  risks  involved.    Suitability  is  a  very  important  issue  for  the  financial  derivative 
markets  given  the  magnitude  and  complexity  of  the  markets,  and  the  low  level  of 
understanding  and  various  misconceptions  of  the  instruments  used  in  these  markets. 

The  rules  generally  require  that  the  investor  in  the  financial  product  have  1.  A 
certain  level  of  net  worth  and  liquid  assets  so  that  they  will  not  be  irreparably 
harmed  if  the  investment  loses  value,  and  2.  A  certain  level  of  knowledge  about  the 
financial  product(s)  in  question,  and  a  sufficient  degree  of  awareness  of  the  purposes 
and  risks  associated  with  the  financial  product(s). 

The  Office  of  the  Comptroller  of  the  Currency  (OCC)  has  recently  released 
Banking  Circular  277:  Risk  Management  of  Financial  Derivatives.    The  circular 
provides  guidelines  for  OCC-supervised  entities  regarding  their  derivative  activities. 
Within  these  guidelines  are  suitability-type  recommendations  to  provide  that  national 
banks  use  derivatives  with  caution  and  for  appropriate  purposes. 
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D.        CLEARINGHOUSE  PROPOSAI^S  FOR  THE  SWAPS  MARKETS 

Properly  defined,  a  clearinghouse  arrangement  is  a  mechanism  for  calculation 
of  mutual  positions  within  a  group  of  participants  with  a  view  to  facilitating  the 
settlement  of  their  mutual  obligations  on  a  net  basis.    Currently,  only  exchange 
markets  are  served  by  clearinghouse  arrangements.    While  establishment  of  some  form 
of  properly  structured  clearinghouse  arrangement  primarily  for  the  swaps  markets''  is 
more  or  less  desirable  on  the  part  of  dealers,  end-users  and  regulators,  the  notion  of 
establishing  a  traditional  clearinghouse  mechanism  (similar  to  the  one  presently 
serving  the  exchange  markets)  has  met  with  considerable  criticism.    Parting  from  the 
other  regulators,  the  SEC  suggested  that  the  establishment  of  one  or  more 
clearinghouses  that  specialize  in  the  processing  of  trades  in  swaps  may  improve  the 
current  regulatory  framework  for  the  swaps  market  by  helping  to  ensure  the  legal 
certainty  of  swaps  transactions  and  by  improving  settlement  efficiency  through  payment 
netting.    The  SEC  stated  that  while  there  are  regulatory  issues  involved  in  the 
establishment  of  a  swaps  clearinghouse,  regulators  should  actively  evaluate  the 
development  of  such  facilities.'^ 


1.         CURRENT  EXCHANGE  MARKET  CLEARINGHOUSE  SYSTEM 

Currently,  only  the  exchange  markets  have  a  clearinghouse  mechanism  in  place. 
This  mechanism  performs  such  functions  as  position  or  contract  valuation  on  a  daily 
basis,  and  calling,  receiving  and  posting  of  margin,  or  collateral  requirements. 
Positions  in  exchange  markets  are  always  matched:  the  clearinghouse  serves  to  bring 
counterparties  together,  to  match  their  needs,  and  to  provide  transactional  and  other 
technical  services.    In  the  current  exchange  markets,  the  counterparty  or  the  exchange 
itself  is  always  the  clearinghouse.    The  customer  is  never  concerned  with  whom  the 
opposite  side  of  the  agreement  is,  and  doesn't  bother  with  the  technical  aspects  of  an 
agreement  such  as  margin,  payment  or  settlement.    The  primary  purpose  of  a 
clearinghouse  is  to  prevent  participants  from  having  to  ascertain  and  verify  the 
creditworthiness  of  their  counterparties. 


2.         BIS  CLEARING  PROPOSAL 

The  BIS  clearinghouse  proposal  is  designed  to  extend  the  benefits  of  netting  to 
cover  contracts  which  originate  with  any  of  a  group  of  counterparties  that  participate 
in  the  netting  arrangement,  instead  of  with  just  a  single  counterparty  as  in  bilateral 
netting.    This  can  be  achieved  in  practice  by  netting  all  transactions  that  originate 


deuuflKNiM  prapoiali  dacunfd  in  thii  Rcpon  an  UKxe  diitctcd  phmariiy  ai  the  swap*  markeu.  Mattel  panicipuu 
indicate  thai  a  property  designed  dcaringbouse  prapoaal  for  the  iwapa  mariwtt  could  eventually  emend  to  other  OTC  denvativc 
inttnuBcati. 


' '  Source:  SEC  retpooiea. 
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bilaterally  through  a  central  counterparty,  or  a  clearinghouse.    The  BIS  proposal  is 
commonly  referred  to  as  multilateral  netting,  or  full  clearinghouse  offset. 

The  result  of  the  BIS  clearing  proposal  netting  will  be  that  for  every  eligible 
transaction  agreed  upon  by  a  pair  of  members,  the  clearinghouse  would  be  interposed 
as  the  common  legal  counterparty  to  each  member,  and  the  members  would  have  no 
obligations  towards  each  other  under  the  deal.    This  is  similar  to  the  clearinghouse 
system  currently  in  place  for  the  exchange  markets.    In  the  Basle  Committee  proposal, 
for  each  member  of  the  clearinghouse,  multiple  transactions  that  originate  with  many 
counterparties  can  be  amalgamated  and  netted.    As  a  result,  exposures  would 
generally  be  a  fraction  of  those  that  would  arise  in  a  non-netting  environment. 


3.         COLLATERAL  SETTLEMENT  PROPOSAL 

The  collateral  settlement  proposal,  while  satisfying  numerous  aspects  of  a  full 
clearinghouse  arrangement,  would  not  impose  a  "middleman"  as  in  the  exchange 
market  clearinghouse  system.    Rather,  a  third  entity,  not  party  to  the  transaction, 
would  be  established  to  perform  certain  technical  functions  such  as  trade  matching, 
contract  valuation,  and  receiving  and  posting  of  collateral  requirements. 

This  proposal  would  allow  control  of  collateral  and  credit  exposure  in  an 
organized  and  efficient  manner.    The  primary  positive  aspect  of  clearinghouse  offset, 
the  reduction  of  credit  exposure,  would  be  provided  under  this  proposal,  as  the  third 
party  agent  would  independently  collect  collateral  for  each  transaction;  the  risk  of 
default  is  secured,  unlike  the  unsecured  risk  found  in  the  exchange  market 
clearinghouse  system  where  the  exchange  has  some  responsibility  to  members.    At  the 
same  time,  some  of  the  negative  aspects  of  imposing  a  full  clearinghouse  system  are 
avoided.    For  example,  the  custom-tailoring  provision  found  in  OTC  markets,  and  in 
swap  transactions,  would  still  be  available  to  participants,  allowing  them  to  construct 
and  mold  agreements  as  they  see  fit  to  accommodate  their  needs. 

The  collateral  settlement  proposal  was  floated  in  late  1991/early  1992,  but  has 
not  been  implemented  to  date.    The  main  reason  for  this,  market  participants 
indicate,  is  the  lack  of  a  definite  need  for  such  a  system,  or  any  clearinghouse  system, 
in  the  swaps  markets.    There  are  no  active  discussions  at  this  time  on  implementing 
this  proposal.    Some  have  suggested,  however,  that  implementation  of  this  concept  or 
a  similarly  structured  plan,  will  likely  take  place  in  the  next  two  to  three  years. 

Although  implementation  of  a  full-blown  clearinghouse  system  for  the  swaps 
markets  appears  very  unlikely,  end-users,  dealers  and  regulators  generally  agree  that 
some  form  of  mild  clearinghouse  arrangement,  such  as  this  collateral  settlement 
proposal  or  a  similar  system,  will  eventually  be  necessary. 
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4.         PRIMARY  BENEFITS  AND  DRAWBACKS  OF  A  CLEARINGHOUSE  SYSTEM 

a.  Primary  Benents 

•  Reduction/elimination  of  counterparty  credit  risk; 

•  Daily  position/contract  valuation; 

•  Calling,  receiving  and  posting  of  collateral  requirements; 

•  Execution  of  technical  and  administrative  considerations,  including  data 
collection  and  trade  matching; 

•  Provision  of  liquidity  to  the  corresponding  market; 

•  Allowance  for  increased  competition  in  the  markets  by  providing  opportunities 
for  smaller  firms;  and 

•  Provision  for  industry-wide  trade  confirmation  policy. 

b.  Primary  Drawbacks 

•  Loss  of  flexibility  in  designing  derivative  contracts; 

•  Allowance  for  numerous  entities  to  participate  in  the  markets,  some  of  which 
may  not  be  suitably  qualified;  and 

•  A  clearinghouse  arrangement  could  expose  dealers  to  unquantified,  and 
potentially  large,  failure  risk  (systemic  risk  issues). 

Although  there  are  both  benefits  and  drawbacks  in  a  clearinghouse  mechanism, 
general  consensus  among  market  participants  is  that  a  clearinghouse  arrangement  only 
serves  specific  purposes  and  should  not  be  implemented,  as  currently  structured,  for 
the  swaps  markets. 


5.         THE  REGULATORY  COMMUNITY 

Similar  to  the  case  with  market  participants,  there  is  a  prevailing  opinion 
general  consensus  among  regulators  that  while  clearinghouse  arrangements  have  some 
merits,  they  should  not  be  implemented  in  the  swaps  markets  at  this  time.    Regulators 
qualified  this  general  conclusion  by  saying  that  a  properly  designed  and  properly 
implemented  clearinghouse  system  could  well  serve  the  OTC  markets,  and  it  may 
make  sense  to  consider  such  a  proposal  in  the  future.    As  noted  before,  the  SEC 
stated  that  regulators  should  artively  evaluate  the  development  of  clearinghouse 
facilities. 


€.         THE  DEALER  COMMUNITY 

The  dealer  community  is  largely  opposed  to  implementation  of  a  clearinghouse 
mechanism  for  the  swaps  markets,  with  some  dealers  more  vehemently  oppjosed  than 
others.    There  is  agreement  among  dealers,  however,  that  some  form  of  floild 
clearinghouse  is  beneficial  and  perhaps  necessary  as  the  swaps  markets  evolve. 
Despite  this  mutual  general  acceptance,  it  is  very  unlikely  that  a  push  for 
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clearinghouse  implementation  will  originate  from  the  dealer  community.    Dealers 
themselves  currently  function,  to  a  certain  extent,  as  clearinghouses.    They  dominate 
the  market  and  are  naturally  reluctant  to  have  their  power  base  and  authority 
dispersed.    Certain  qualifications  such  as  size,  technical  capability  and  capital 
adequacy  are  necessary  to  qualify  as  a  dealer  in  these  instruments;  imposition  of  a 
clearinghouse  will  "socialize"  the  swaps  market  and  allow  lower-rated  entities  to 
participate  in  a  highly  lucrative  market. 


7.         THE  END-USER  COMMUNITY 

The  end-user  community  widely  recognizes  that  certain  benefits  are  associated 
with  implementation  of  a  clearinghouse  mechanism  for  the  swaps  markets,  but 
indicated  that  they  are  overwhelmingly  satisfied  with  the  current  system.    Similar  to 
dealers,  various  end-users  expressed  a  favorable  opinion  toward  some  mild  form  of 
clearinghouse  arrangement  being  associated  with  the  swaps  market  at  some  point  in 
the  future.    The  push  for  implementation,  however,  will  not  likely  come  from  the  end- 
user  community. 
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E.         REGULATION  OF  THE  FINANrUL  DERIVATIVE  MARKETS 


1.  OVERVIEW 

Derivative  activities  are  governed  by  multiple  types  and  levels  of  regulation, 
depending  upon  the  product  used,  the  manner  in  which  it  is  used,  and  the  type  of 
entity  involved.    Often,  for  example,  a  single  derivative  transartion  involves  two 
counterparties  regulated  by  different  agencies,  such  as  a  bank  regulated  by  the  OCC 
and  a  securities  firm  regulated  by  the  SEC.    In  another  derivative  transaction,  an 
entity,  such  as  a  bank,  utilizing  an  exchange-traded  derivative  is  regulated  by  the 
OCC,  where  the  derivative  product  is  regulated  by  the  CFTC. 

2.  REGULATION  BY  TYPE  OF  DERIVATIVE  PRODUCT 

a.  OTC  Derivatives:  OTC  derivatives  are  those  which  are  not  under  the 
jurisdiction  of  the  Commodity  Futures  Trading  Commission  (CFTC),  including 
forwards,  certain  transactions  in  the  interbank  market,  certain  foreign  currency 
transactions,  and  trade  options;  or  have  recently  been  exempted  by  the  CFTC  from  its 
jurisdiction,  namely  swaps,  certain  hybrids,  and  certain  energy  contracts.    In  addition, 
any  derivative  considered  a  security  would  fall  under  the  jurisdiction  of  the  SEC. 
OTC  derivatives  are  regulated  primarily  to  the  extent  that  regulatory  agencies  oversee 
the  entities  that  utilize  OTC  derivatives.    Certain  OTC  derivative  activities  are  subject 
to  anti-fraud  and  anti-manipulation  regulations  of  the  CFTC  and  SEC,  regardless  of 
the  participant. 

b.  Exchange-Traded  Derivatives:  Exchange-traded  derivatives  are  those  which  are 
traded  on  organized  exchanges  and  are  regulated  by  the  CFTC,  the  SEC,  and  self- 
regulatory  organizations.    When  financial  institutions  and  other  firms  utilize  exchange- 
traded  derivatives,  they  are  also  subject  to  the  regulation  of  their  primary  regulator. 
CFTC  and  SEC  regulation  includes  imposition  of  capital  requirements,  margin 
requirements,  trading  limits,  customer  protection  rules,  anti-fraud  and  anti- 
manipulation  rules,  transparency,  and  market  surveillance. 

3.  REGULATION  BY  TYPE  OF  ENTITY  USING  DERIVATIVES 

a.  Banking  Agency  Regulation:  The  banking  regulators  have  several  common 
measures  in  their  regulation  of  derivatives;  namely  on-  and  off-site  examinations, 
financial  data,  and  market  intelligence.    The  FED,  OCC,  FDIC,  and  the  OTS  exert 
their  traditional  jurisdiction  over  the  derivative  activities  of  the  institutions  they 
regulate. 

b.  FED:  The  FED  is  the  regulator  of  bank  holding  companies,  state-member 
banks  and  certain  foreign  entities.    In  addition  to  being  regulated  by  the  FED,  state- 
member  banks  are  chartered  under  state  law  and  must  have  authority  under  their 
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state  charters  to  engage  in  derivative  transactions.    According  to  industry  sources,  only 
four  state-chartered  banks  are  currently  dealers  in  derivatives,'*  with  the  rest  of  the 
state  banks  being  end-users. 

c.  OCC:  The  OCC  is  the  regulator  of  national  banks.    The  OCC  recently  issued 
guidelines  on  derivative  aaivities  of  national  banks.    According  to  industry  sources,  six 
national  banks  are  dealers  in  derivatives."    OCC  Banking  Circular  277,  released  on 
October  27,  1993,  sets  guidelines  for  the  use  of  derivatives  for  banks  acting  in  the 
capacity  of  either  a  dealer  or  an  end-user,  and  sets  forth  certain  suitability  type 
provisions  requiring  a  bank  to  analyze  the  impact  of  proposed  derivative  activities  on 
the  financial  condition  of  the  customer.    In  addition,  on  September  27,  1993,  the  OCC 
called  for  the  creation  of  an  interagency  task  force  to  address  the  involvement  of  U.S. 
banks  in  derivative  financial  products. 

d.  FDIC:  The  FDIC  is  the  regulator  of  state  non-member  banks.    According  to 
the  FDIC,  state  non-member  banks  use  derivatives  primarily  in  the  context  of  hedging 
and  portfolio  management  strategy,  and  currently  do  not  act  as  dealers. 

e.  OTS:  The  OTS  is  the  regulator  of  thrifts  and  thrift  holding  companies. 
According  to  the  OTS,  thrifts  are  end-users  of  derivatives  and  do  not  act  as  dealers. 
Thrifts  that  use  derivatives  are  expected  by  the  OTS  to  use  them  only  for  risk- 
reduction  purposes. 

f.  SEC:  The  SEC  has  jurisdiction  over  the  securities  derivative  activities  of 
broker-dealers,  in  the  capacity  of  both  a  dealer  and  an  end  user.    The  SEC  has,  in 
general,  jurisdiction  over  derivatives  which  are  considered  "securities".    The  SEC  has 
jurisdiction  over  certain  exchange-traded  derivative  products  which  are  traded  on  SEC- 
regulated  exchanges  jmd  has  jurisdiaion  over  those  exchanges.    The  SEC  has 
jurisdiaion  over  securities,  including  options  on  securities  (including  exempted 
securities),  options  on  certificates  of  deposit,  options  on  stock  indexes,  and  options  on 
foreign  currencies  traded  on  national  securities  exchanges.    The  SEC  has  rules 
governing  fraud  and  manipulation,  broker-dealer  regulation,  market  regulation,  capital 
requirements,  margin  requirements,  and  customer  protection  rules.    The  derivative 
dealing  activities  conducted  in  an  unregistered  (unregistered  with  the  SEC)  affiliate  of 
broker-dealers  are  those  activities  interpreted  by  the  securities  firm  UQl  to  be 
securities  activities,  which  typically  include  most  swaps,  and  cenain  other  OTC 
derivative  instruments.    However,  the  SEC  does  monitor  the  risks  posed  by  the 
activities  of  unregistered  affiliates  through  its  risk  assessment  program,  pursuant  to  the 
Market  Reform  Aa  of  1990. 

g.  CFTC:  Those  entities  that  utilize  exchange-traded  derivatives  under  the 
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Binken  Trust;  Morgan  Cuanaiy  Trust  Co.;  Chemical  Bank,  and  Bank  of  New  York.    All  are  suie-chartercd  in  New 

"  Otibank.  NA.;  Chaie  Manhatun  Bant  Bank  of  AmerKa;  Fini  !Mational  Bank  of  Chicago:  Continental  Bank.  N°A.;  and 


.NationsBank. 
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jurisdiction  of  the  CFTC  are  subjea  to  CFTC  rules  and  regulations,  in  addition  to  the 
entities'  primary  regulator.    The  CFTC  also  has  jurisdiction  over  those  exchanges.    In 
general,  the  CFTC  regulates  futures  contracts  and  commodity  options.    The  regulatory 
framework  established  by  the  CEA  and  the  CFTC  regulations  addresses  market 
integrity,  financial  integrity,  and  customer  protection.    The  CFTC  has  jurisdiction  over 
all  futures  contracts,  including  futures  contracts  on  stock  indices,  over  options  on 
futures  contracts,  physical  commodities,  and  foreign  currencies.    There  is  no  trading  in 
futures  on  individual  securities.    The  CEA  and  the  CFTC  regulations  regulate  the 
futures  and  commodity  option  exchanges  and  their  clearing  facilities,  the  design  of 
products  traded,  the  persons  soliciting  or  handling  transactions  for  customers,  as  well 
as  impose  capital  requirements,  margin  requirements,  registration,  trading  limits, 
customer  protection  rules,  anti-fraud  and  anti-manipulation  rules.    The  CFTC 
requested  the  formation  of  an  interagency  council  to  study  certain  issues  related  to 
derivatives  in  its  report  on  derivatives  released  on  October  25,  1993  entitled  OTC 
Derivative  Markets  and  Their  Regulation. 

h.         Insurance  Companies:  Insurance  companies  act  as  both  end-users  and  dealers.^ 
Insurance  companies  are  regulated  primarily  at  the  state  level.    Insurance  companies 
are  also  subject  to  product  regulation  by  the  CFTC  and  SEC  when  they  use  exchange- 
traded  derivatives.    The  National  Association  of  Insurance  Commissioners  (NAIC)  is 
considering  a  Model  Investment  Law  which,  in  Sections  23  and  41,  would  restrict  the 
use  of  derivatives  to  hedging  and  limited  income-generation  transactions. 

i.  Investment  Companies:  Typically,  institutional  investors  and  investment 

companies,  including  mutual  funds,  use  derivatives  to  hedge  risks.    For  institutional 
investors  covered  under  the  Investment  Company  Act,  namely  investment  companies, 
there  exists  restrictions  on  activities  and  disclosure  requirements.    The  SEC  under  the 
Investment  Company  Act  also  requires  investment  companies  to  disclose  the  types  of 
securities  in  which  it  invests,  the  instruments  it  uses,  and  the  risks  associated  with 
such  aaivities. 

j.         Unregulated  Users  of  Derivatives:  Corporate  end-users  of  derivatives  and 
certain  so-called  hedge  funds  are  for  all  practical  purposes  unregulated  end-users  of 
derivatives.    In  addition,  certain  subsidiaries  of  broker-dealers  and  insurance 
companies  that  deal  in  various  derivative  products  are,  to  a  certain  degree, 
unregulated,  as  they  are  unregistered  with  the  SEC.    However,  to  the  extent  that 
unregistered  dealers  and  unregulated  end-users,  such  as  speculators,  utilize  exchange- 
traded  derivatives,  they  are  subjea  to  CFTC  and  SEC  speculative  position  limits. 
Entities  such  as  corporations,  pension  plans  and  other  unregulated  institutional 
investors  may  be  required  to  report  investment  holdings  to  federal  or  state  regulators. 


Two  insunnce  companiei  act  as  dcalen,  oainely  AIG  and  Cencnl  Re. 
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4.         CAPITAL  STANDARDS 

a.         Banks  and  Thrifts 

(1)  Current  Capital  Standards:  Current  capital  requirements  for  the  derivative 
activities  of  banks  and  thrifts  are  governed  by  the  standards  of  the  Basle  Accord  that 
were  published  in  1988.    These  risk-based  capital  standards  have  been  adopted  by  the 
regulatory  agencies  and  applied  to  bank  holding  companies  and  state-member  banks 
regulated  by  the  Federal  Reserve;  national  banks  regulated  by  the  OCC;  state  non- 
member  banks  regulated  by  the  FDIC;  and  thrifts  regulated  by  the  OTS. 

The  existing  capital  adequacy  standards  address  the  credit  risk  associated  with 
an  institution's  on-  and  off-balance  sheet  activities,  including  those  relating  to 
derivative  instruments.    The  current  risk-based  capital  standards  require  that  insured 
institutions  hold  capital  against  the  credit  equivalent  amount  for  an  off-balance  sheet 
item.    The  credit  equivalent  amount  is  composed  of  the  present  credit  exposure  plus 
the  potential  future  credit  exposure.    The  present  credit  exposure  is  the  mark-to- 
market  value  of  the  derivative  instrument,  and  represents  the  replacement  cost  of  the 
derivative  (the  amount  it  would  cost,  if  any,  for  an  institution  to  replace  the  contract 
in  the  current  market  environment  if  the  counterparty  were  to  default).    The  potential 
future  credit  exposure  is  the  notional  amount  of  the  derivative  multiplied  by  a  risk 
faaor  of  0-5%,  depending  upon  the  type  of  contract  that  is  involved.    The  credit 
equivalent  amount  is  multiplied  by  the  proper  risk-weight,  up  to  50%,  based  on  the 
identity  of  the  counterparty  to  the  contract  or  the  nature  of  the  collateral. 

It  is  important  to  note  that  in  addition  to  the  Basle  risk-based  capital 
standards,  U.S.  regulators  have  imposed  a  leverage  capital  standard  on  banks  and 
thrifts.    As  of  February  1991,  leverage  capital  is  based  solely  on  a  ratio  of  Tier  1^' 
(or  core)  capital  to  total  assets.    The  most  highly-rated  banks  in  terms  of  safety  and 
soundness  (i.e.,  those  rated  composite  1  under  the  CAMEL  system^)  that  are  not 
anticipating  or  experiencing  significant  growth  are  required  to  meet  a  minimum  Tier  1 
leverage  capital  ratio  of  at  least  3%.    All  other  banks  are  required  to  meet  a 
minimum  Tier  1  leverage  capital  ratio  of  at  least  100  to  200  basis  points  above  the 
3%  level  ~  that  is,  an  absolute  minimum  leverage  ratio  of  at  least  4%. 

Some  have  suggested  that  the  risk-based  capital  ratio  should  substitute  for  the 
leverage  ratio.    However,  regulators  generally  maintain  that  both  ratios  are  useful. 
The  roiC  has  stated  that  a  simpler  leverage  ratio  may  be  preferable  to  the  more 


Tier  1  capiul  nuy  be  lbou|ht  of  it  «  dote  appronmaiion  lo  pure,  tangible  equity  (hat  is  available  to  abtort)  uneipected 
looet.    Tier  1  capiul  includet  comnvon  nock,  retained  earninp.  and  perpetual  preferred  uock  and  goodwill  acquired  before 
Maicti  1988. 

^  The  CAMEL  rating  it  a  measure  of  the  reUiive  (oundnest  of  a  bank.    The  term  tunds  for  a  conpocite  raung  bated  on 
Capital,  ^Bct,  ^anafcmeni,  £anung»,  and  Liquidity.    CAMEL  ratinp  are  calculated  on  a  icalc  of  1-S,  and  are  used  by  bank 
tuperviaory  afenae*  to  evaluate  a  bank't  cooditioat.    A  niing  of  1  is  given  to  banks  with  the  stroofest  performance  ratings. 
Banks  given  a  4  or  S  rating  are  placed  on  the  watch  list  of  banks  in  need  of  supervisory  attention. 
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complicated  risk-based  standard.^ 

(2)  Proposed  Capital  Standards:  Proposed  new  capital  requirements  for  off- 
balance  sheet  instruments  and  activities  are  being  discussed  both  on  an  interagency 
and  international  basis: 

(a)  Banking  Agency  Proposal  for  Interest  Rate  Risk:  The  OCC,  FDIC,  and  the 

FED  issued  for  comment,  pursuant  to  Section  305  of  FDICIA,  a  proposal  which 
would  establish  procedures  for  measuring  banks'  interest  rate  risk  (IRR)  exposures 
and  determining  the  amount  of  capital  that  may  be  needed.    The  proposed 
rulemaking  solicits  comment  on  two  alternative  methods.    The  "Minimum  Capital 
Standard"  approach  would  impose  an  explicit  minimum  capital  charge  based  on  the 
amount  of  IRR  exposure  above  a  threshold.    The  "Risk  Assessment  Method"  would 
assess  the  need  for  capital  for  IRR  on  a  case-by-case  basis.    Institutions  with  few 
derivative  activities  would  be  exempt.    Increased  Call  RejKjrt  disclosure  of  off-balance 
sheet  activities,  including  derivatives,  would  be  required  under  the  proposal. 

(b)  OCC  Proposal  on  Collateralized  Transactions:  The  OCC  published  a 
proposed  rule  which  would  amend  the  capital  requirements  to  lower  the  risk  weight 
from  20%  to  0%  for  particular  transactions  that  are  collateralized  by  cash  or 
government  securities. 

(c)  Basle  Committee  Proposals:  In  April  1993,  the  Basle  Committee  on 
Banking  Supervision,  (the  Committee)  under  the  Chairmanship  of  E.  Gerald  Corrigan, 
former  President  of  the  Federal  Reserve  Bank  of  New  York,  issued  a  package  of 
supervisory  proposals  dealing  with  netting  and  market  risks,  together  with  an  approach 
for  the  measurement  of  interest  rate  risk.    Comments  are  due  on  the  Basle  proposals 
by  December  31,  1993. 

Unlike  the  market  risk  and  netting  proposals,  the  proposals  for  interest  rate 
risk  do  not  involve  capital  charges  because  they  address  only  the  measurement  of 
interest  rate  risk.    Interest  rate  risk  is  a  significant  risk  which  banks  and  their 
supervisors  need  to  monitor  carefully.    Unfortunately,  many  difficult  measurement 
problems  are  associated  with  interest  rate  risk  and  it  was  the  intention  of  the  Basle 
Committee  to  develop  a  measurement  system  rather  than  an  explicit  capital  charge  for 
interest  rate  risk.    The  Basle  Committee  holds  the  view  that  the  existing  capital 
requirements  can  be  regarded  as  providing  adequate  protection  against  interest  rate 
risk  exposure  in  most  situations.    The  measurement  system  is  designed  to  identify 
institutions  that  may  be  incurring  extraordinarily  large  amounts  of  interest  rate  risk. 


(i)        BIS  Proposal  for  a  change  in  the  Supervisory  Recognition  of  Netting 

•         The  Basle  Committee  proposal  amends  the  Basle  Capital  Accord  in 


°  MiMrily  Staff  lUpon.  -Buk  aad  Tlirifl  Cipitil.'  Heme  B«nkiM  Committee  Apifl  I99J. 
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order  to  recognize  certain  bilateral  netting  arrangements  in  the  measurement  of  credit 
risk  associated  with  certain  classes  of  financial  instruments. 

•  The  Basle  Committee  proposal  defines  the  precise  conditions  under 
which  banks  would  be  permitted  to  net  the  credit  risks  arising  from  trading  in  certain 
financial  instruments  under  the  Basle  Capital  Accord. 

•  The  Basle  Committee  proposal  indicates  preliminary  thinking  as  to  the 
conditions  under  which  multilateral  netting  might  be  recognized  for  capital 
measurement  purposes  at  some  future  date. 

The  FDIC  stated  that  recognition  of  bilateral  and  multilateral  netting 
arrangements  and  immediate  reflection  of  these  in  capital  adequacy  standards  will 
have  the  effect  of  significantly  reducing  the  amount  of  regulatory  capital  without  a 
clear,  commensurate  decrease  in  credit  risk,  unless  the  legal  uncertainties  have  been 
clarified. 


(ii)       BIS  Proposal  for  the  Supervisory  Treatment  of  Market  Risks 

•  The  Basle  Committee  proposal  would  set  forth  a  framework  to  modify  the 
Basle  Accord  by  providing  explicit  capital  charges  for  the  risks  associated  with  price 
changes  in  open  positions  (market  risks).    Until  now,  the  Accord  only  provided  for 
explicit  capital  charges  for  credit  risk. 

•  The  Basle  Committee  proposal  could  result  in  a  higher  or  lower  aggregate 
capital  requirement  for  institutions,  depending  on  the  risk  profile  of  each. 

•  The  Basle  Committee  proposal  is  a  further  step  in  the  direction  of  greater 
convergence  in  supervisory  policies  across  national  boundaries  and  across  various 
classes  of  financial  instruments. 


(iii)      BIS  Proposal  on  Interest  Rate  Risk 

The  1988  Basle  Accord,  which  came  into  full  effect  at  the  end  of  1992, 
established  minimum  risk-based  capital  standards  for  internationally  active  banks. 
Following  adoption  of  the  Accord,  representatives  from  Basle  Committee  member 
countries  have  been  working  to  develop  ways  of  assessing  a  bank's  overall  exposure  to 
changing  interest  rates  and  to  a  variety  of  other  so-called  market  risks  (see  above). 
Changes  in  interest  rates  may  not  only  affect  an  institution's  current  earnings,  but  also 
its  future  earnings  and  the  economic  value  of  its  capital,  reflecting  changes  in  the 
value  of  the  institution's  financial  instruments.    For  a  bank  with  liabilities  carrying 
interest  rates  which  change  faster  than  those  on  its  assets,  its  net  present  value  will 
decline  if  interest  rates  rise.    Measuring  that  risk  is  the  focus  of  the  Basle  Committee 
interest  rate  risk  proposals. 
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The  Basle  Committee  is  not  proposing  a  common  international  capital  standard 
for  interest  rate  risk.    Rather,  its  efforts  are  being  focused  on  the  development  of  a 
measurement  system  which  supervisors  could  use  for  observation  purposes  and  a 
means  for  identifying  "outliers,"  leaving  each  authority  free  to  decide  how  to  respond 
in  the  case  of  institutions  identified  as  high  risk.    As  a  first  step  to  alleviate  interest 
rate  risk  measurement  difficulties,  the  Basle  Committee  is  seeking  to  develop  a 
consensus  on  a  common  reporting  framework  which  would  allow  national  supervisory 
authorities  to  collect  consistent  information  and  from  which  various  measures  of 
interest  rate  risk  could  be  considered  and  ultimately  constructed.    The  framework  is 
designed  to  facilitate  changes  to  the  measurement  of  risk  as  a  consensus  emerges  as 
to  which  measure  or  measures  are  to  be  preferred. 

(d)  Basle  Sub-Group  on  Off-Balance  Sheet  Activities  Proposal:  The  Sub-Group 
is  also  reviewing  current  risk-based  treatment  of  derivatives  for  credit  risk.    In 
particular,  the  Sub-Group  is  reviewing  the  factors  used  to  estimate  potential  future 
exposure. 

b.        Broker-Dealers 

Broker-dealers  engaged  in  securities  activities  are  required  to  be  registered  with 
the  SEC  and  are  subject  to  SEC  rules  that  require,  among  other  things,  maintenance 
of  certain  specified  minimum  levels  of  capital  (Net  Capital  Rule)."    Derivative 
activities  which  take  place  in  unregistered  affiliates,  including  offshore  affiliates,  are 
not  subjea  to  this  rule.    Net  capital  is  defined  as  a  broker-dealer's  net  worth 
computed  in  accordance  with  Generally  Accepted  Accounting  Principles  (GAAP),  plus 
satisfactory  subordinated  liabilities,  less  assets  not  readily  convertible  into  cash  and 
most  unsecured  receivables.    The  broker-dealer  then  subtracts  prescribed  percentages 
(or  haircuts")  from  the  market  value  of  its  securities  and  commodities  positions  to 
account  for  market  and  credit  risk.    The  rule  also  requires  broker-dealers  to  mark 
their  securities  and  commodities  positions  to  market  on  a  daily  basis. 

Although  the  Net  Capital  Rule  contains  treatment  for  derivative  product 
transactions,  much  of  the  rule's  current  structure  was  developed  prior  to  the  recent 
growth  and  development  of  the  OTC  derivative  markets.    The  SEC  has  been 
informed  by  certain  broker-dealers  that  the  capital  requirements  necessary  to  conduct 
OTC  derivative  activities  in  registered  versus  unregistered  broker-dealers  is  one  factor, 
among  others,  that  has  encouraged  certain  derivative  activities  to  be  conducted  in 
unregistered  affiliates.    This  was  confirmed  in  meetings  the  Minority  Staff  had  with 
market  participants.    Under  the  Net  Capital  Rule,  the  unrealized  profit  associated 
with  an  OTC  derivative,  generally,  is  treated  as  an  unsecured  receivable  subject  to  a 


The  Net  Capital  Rule  is  an  SEC  requirement  that  member  ritms  as  well  as  nonmember  brolcer-dealeis  in  securities 
maintain  a  maximum  ratio  of  indebtedness  to  liquid  capiul  of  15  to  1.    Indebtedness  covets  all  money  owed  to  a  flnn.  includiitg 
marpn  loans  and  commitments  to  purchase  secunties.    Uquid  capital  includes  cash  and  assets  easily  converted  into  cash. 

A  'haiicul*  is  a  deduction  taken  in  a  rirm't  capital  computation  in  order  to  account  of  speciflc  risks  and  uncertainties  SDd 
is  enumerated  in  regulatory  capital  rules.    The  intended  regulatory  result  is  that  a  Tinn's  capiul,  after  the  deduction  of  all 
required  haircuts,  will  be  the  amount  of  liquid  capiul  a  rirms  has.  after  a  reserve  has  been  set  aside  of  market  contingenoes. 
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100%  capital  charge.    The  SEC,  therefore,  is  considering  different  approaches  to 
evaluate  whether  the  Net  Capital  Rule  should  be  modified  in  light  of  developments  in 
the  derivative  markets  generally,  and  the  OTC  markets  in  particular.    One  approach 
would  devise  capital  requirements  that  comprehensively  address  the  credit  and  market 
risks  posed  by  derivative  products  so  that  firms  could  conduct  their  derivative 
activities  in  registered  broker-dealers  without  what  they  often  regard  as  undue  capital 
constraints.    Another  approach  would  be  to  formulate  separate  capital  guidelines  that 
would  specifically  apply  to  separately  capitalized  subsidiaries  that  are  registered 
broker-dealers. 

c.         CFTC  Requirements 

To  protect  customers'  funds,  the  CFTC  sets  minimum  net  capital  financial 
requirements  for  all  firms  and  persons  who  handle  customer  funds.    For  example,  the 
CFTC  follows  the  SEC  haircuts  for  the  market  risk  of  proprietary  positions  in 
instruments  subject  to  SEC  jurisdiction.    The  CFTC  currently  does  not  permit  those  it 
regulates  to  grant  OTC  commodity  options,  and  charges  significant  haircuts  for 
forward  contract  obligations.    The  CFTC  is  exploring  whether  changes  should  be 
made  in  its  minimum  capital  requirements  or  whether  separate  requirements  should 
be  adopted  to  accommodate  certain  types  of  OTC  activity. 


5.  ACCOUNTING  TREATMENT  FOR  FINANCIAL  DERIVATIVES 

Accounting  issues  are  important  to  the  financial  derivative  markets,  and 
considerable  time  and  effort  on  the  part  of  industry  participants  and  various 
associations  has  been  expended  to  improve  accounting  standards  and  practices. 

For  example,  the  American  Institute  of  Certified  Public  Accountants  (AICPA) 
is  currently  in  the  process  of  revising  the  Audit  and  Accounting  Guide  for  Brokers 
and  Dealers  in  Securities.    In  May  1986,  the  FASB  added  a  project  on  accounting  for 
financial  instruments  to  its  agenda.    Among  the  discussion  memoranda  and  statements 
issued  in  connection  with  the  project,  several  have  notable  relevance  to  derivative 
securities,  particularly  Statement  No.  105,  Disclosure  of  Information  about  Financial 
Instruments  with  Off-Balance  Sheet  Risk  and  Financial  Instruments  with 
Concentrations  of  Credit  Risk  (March  1990),  and  Statement  No.  107,  Disclosures 
about  Fair  Value  of  Financial  Instruments  (December  1991).    These  statements 
require  disclosure  of  CTedit  risk  and  fair  value  of  derivatives. 

The  Financial  Accounting  Standards  Board  (FASB)  has  issued  two  statements 
addressing  accounting  for  derivative  securities:  a.  FASB  Statement  No.  S2,  Foreign 
Currency  Translation,  which  addresses  accounting  for  foreign  exchange  forward 
contracts  (including  currency  swaps),  and  b.  FASB  Statement  No.  80,  Accounting  for 
Futures  Contracts,  which  addresses  accounting  for  financial  and  commodity  forward 
contracts  excluding  foreign  exchange  contracts  covered  by  Statement  No.  52.    GAAP, 
required  for  purposes  of  Y-9C  reports  and  annual  reports  dictated  under  Section  112 
of  FDICIA,  require  that  certain  off-balance  sheet  derivative  instruments  be  marked- 
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to-market  unless  the  instruments  meet  certain  specified  hedge  accounting  criteria.    If 
these  criteria  are  met,  the  gains  or  losses  associated  with  the  instrument  can  be 
deferred  and  realized  on  a  basis  consistent  with  the  income  or  expense  of  the  item 
hedged  (hedge  accounting).    This  hedge  accounting  framework  is  derived  from  FASB 
Statements  52  and  80.    For  a  transaction  to  qualify  as  a  hedge,  the  following  criteria 
are  usually  applied: 

•  The  position  to  be  hedged  and  the  hedging  instrument  are  specifically  identified 
and  the  relationship  between  them  designated;  and 

•  The  hedging  instrument  is  reasonably  expected  to  be  effective  in  reducing  the 
risk  of  loss  from  changes  in  the  value  of  the  hedged  instrument. 

The  effectiveness  of  the  hedge  should  be  monitored  over  time  and  if  it  ceases 
to  be  effective,  hedge  accounting  should  cease.    Thus,  hedge  accounting  is  generally 
permitted  in  conjunction  with  a  risk  reduction  strategy.    If  derivatives  are  used  for  any 
purpose(s)  other  than  one  whose  goal  is  to  reduce  risks,  mark-to-market  or  lower-of- 
cost-or-market  (LOCOM)  accounting  is  required. 

Under  Statement  No.  80,  use  of  hedge  accounting  requires  the  enterprise  to 
perform  an  ongoing  assessment  of  the  effectiveness  of  the  hedge  throughout  the  life 
of  the  hedge.    A  significant  difference  between  Statement  No.  52  and  Statement  No. 
80  is  that  No.  52  allows  hedge  accounting  only  for  firm  commitments,  while  No.  80 
allows  hedge  accounting  for  anticipated  probable  transactions. 

Many  derivative  products  have  developed  for  which  no  FASB  Statements  have 
been  issued.    In  certain  limited  circumstances,  guidance  has  been  provided  by  the 
FASB  through  its  Emerging  Issues  Task  Force  (EITF).    Whether  accounting  methods 
for  derivatives  that  are  not  addressed  either  by  FASB  Statements  or  an  EITF  issue 
consensus  are  acceptable  depends  on  general  accounting  practice,  and  whether  they 
are  consistent  with  basic  accounting  tenets.    Thus  far,  accounting  principles  applicable 
to  derivatives  have  developed  based  largely  on  FASB  Statement  No.  52  and  Statement 
No.  80." 


6.         DISCLOSURE  TREATMENT  FOR  FINANCIAL  DERIVATIVES 

Disclosure  issues  are  as,  if  not  more,  important  than  accounting  issues.    Flaws 
in  the  quality  and  quantity  of  information  relating  to  derivative  products  or  derivative 
activities  can  potentially  lead  to  systemic  problems,  abuse  in  the  markets,  and  general 
destabilization.    Disclosure  is  particularly  important  for  the  derivative  markets  and  the 
instruments  contained  within  these  markets  because  they  are  powerful  tools,  poorly 
understood,  and  their  use  is  rapidly  becoming  common  practice  for  financial 
management  and  risk-reduction  strategy  purposes. 


'"  Ib  Muoh  1992.  the  Chief  Accoununi  of  the  SEC  icot  ■  lener  to  EITF  repretenutivcs  (o  afnim  the  SECs  pocilioii  Ihat 
hedge  iccouiituif  is  ipplicable  only  to  transactions  thit  reduce  risk. 
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There  is  widespread  concern  that  organizations  currently  disclose  too  little 
information  about  their  derivative  transactions  to  present  a  fair  assessment  of  the 
nature  and  extent  of  their  activities  or  the  risks  to  which  they  are  exposed.    It  is 
interesting  to  note  that  certain  dealers  with  whom  the  Minority  Staff  spoke  have 
decided  to  disclose  more  than  is  currently  required.    These  dealers  feel  that  more 
disclosure  has  benefited  them  as  the  risks  associated  with  their  derivative  activities  is 
less  than  others  might  imagine  in  the  absence  of  such  disclosures.    The  use  of 
derivatives  can  lead  to  risks  which  far  exceed  the  amounts  recognized  on  financial 
statements.    For  example,  the  inherent  risk  exposure  in  OTC  transactions  is  only 
recorded  on  the  balance  sheet  at  a  fraction  of  worth,  or  total  exposure  impact  on  the 
firm  using  the  transaction.    The  remainder  of  the  exposure  risk  is  recorded  off- 
balance  sheet.    TTiis  type  of  arrangement  represents  a  contingent  asset  or  liability,  the 
amount  of  which  will  depend  on  the  movement  of  the  underlying  financial  instrument. 
Although  regulations  in  many  countries  require  footnote  disclosure  of  capital 
commitments  and  contingencies,  regulators  and  industry  participants  appear  to  provide 
too  little  disclosure  about  intrinsic  off-balance  sheet  risks. 

a.         Views  on  Disclosure  from  the  Regulatory  Community 

The  primary  regulatory  financial  statements  for  federally  insured  commercial 
banks  and  savings  banks  are  the  quarterly  Reports  of  Condition  and  Income  (Call 
Reports),  and  the  quarterly  Y-9C  reports,  filed  by  bank  holding  companies  with  the 
Federal  Reserve.    Both  reports  are  required  to  be  filed  in  a  maimer  consistent  with 
GAAP.    Call  and  Y-9C  reports,  which  are  available  to  the  public,  disclose  the 
notional  values  of  foreign  exchange  and  interest  rate  derivative  instruments  including 
swaps,  futures  and  forward  contracts,  option  contracts  and  similar  contracts  involving 
commodities  and  equities.    Information  on  replacement  costs  are  also  collected  in 
both  reports  for  the  purposes  of  calculating  risk-based  capital  requirements. 

In  addition  to  these  financial  statements,  the  Federal  Financial  Institutions 
Examination  Council  (FFIEC)  035  report  collects  information  on  individual  bank 
foreign  exchange  positions  and  is  widely  used  by  examiners  as  a  supervisory  tool.    The 
035  report  is  filed  at  the  end  of  each  month  by  approximately  125  banks,  bank 
holding  companies  and  foreign  bank  branches  in  the  U.S.  with  $1  billion  or  more  in 
foreign  exchange  commitments.    The  report  includes  information  on  foreign  exchange 
activity  in  the  six  major  currencies  or  currencies  in  which  the  reporter  has  a  position 
greater  than  $50  million. 

The  existing  reporting  framework  is  supplemented  by  information  gained 
through  the  regulatory  examination  process.    However,  the  growing  complexity  of  the 
derivative  markets  has  caused  regulators  to  re-examine  their  informational  needs.^^    A 
number  of  enhancements  and  initiatives  are  being  considered,  as  follows. 


In  particular,  breaking  down  souires  o(  income  for  banks  and  securities  firmf  and  matching  income  sources  with  different 
activitie*  and  financial  instiumenu  is  a  high  piwnty  for  rcgulaion.    There  are  initiatives  currently  in  place  to  require 
determination  of  and  reporting  of  revenue  for  financial  entities  according  to  the  precise  source  of  such  revenue. 
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(1)  Section  112  of  FDICIA:  Beginning  in  1994,  reports  filed  pursuant  to  the 
mandate  of  Seaion  112  of  FDICIA  will  provide  additional  insight  into  the 
derivative  activities  of  banks  and  bank  holding  companies.    Under  Section  112, 
insured  banks  with  total  consolidated  assets  of  SSOO  million  or  more  will  have 
to  submit  to  the  appropriate  banking  agencies  annual  reports  containing  audited 
financial  statements  prepared  in  accordance  with  GAAP;  alternatively, 
consolidated  financial  statements  can  be  filed  by  the  bank  holding  company 
under  certain  circumstances.    Banking  organizations  will  disclose  information 
about  significant  concentrations  of  credit  risk  from  individual  counterparties  or 
groups  of  counterparties  for  all  financial  instruments,  including  derivatives. 
Banking  organizations  will  also  be  required  to  disclose  the  fair  value  of 
financial  instruments,  including  derivatives,  for  which  it  is  prarticable  to 
estimate  fair  value.    When  estimating  fair  value  is  not  practicable,  the  banks 
must  disclose  descriptive  information  pertinent  to  estimating  the  value  of  these 
instruments. 

As  part  of  the  required  audited  annual  reports,  banks  and  bank  holding 
companies  will  also  be  required  to  disclose  additional  information  on  their  off- 
balance  sheet  financial  instruments  that  have  a  risk  of  accounting  loss.    The 
information  to  be  disclosed  includes:  the  face,  contract,  or  notional  principal 
amount;  the  nature  and  terms  of  the  instruments  along  with  a  discussion  of 
their  aedit  and  market  risk,  cash  requirements,  and  related  accounting  policies; 
the  accounting  loss  the  entity  would  incur  if  any  party  to  the  financial 
instrument  defaults  and  the  collateral  or  other  security,  if  any,  for  the  amount 
due  proved  to  be  of  no  value  to  the  entity;  and  the  entity's  policy  for  requiring 
collateral  or  other  security  on  financial  instruments  it  accepts  and  a  description 
of  collateral  on  instruments  presently  held. 

(2)  Section  305  of  FDICIA:  On  September  14,  1993,  the  federal  banking  agencies 
issued  for  public  comment  a  Notice  of  Proposed  Rulemaking  on  interest  rate 
risk  in  response  to  Section  305  of  FDICIA.    The  agencies  are  proposing  that 
an  interest  rate  risk  schedule  be  incorporated  into  the  current  Call  Reports. 
The  proposal  envisions  that  there  would  be  revisions  to  the  Call  Report  to 
permit  the  agencies  to  collect  the  information  necessary  to  monitor  the  level  of 
interest  rate  risk  and  assess  the  need  for  additional  capital  at  banks  that  may 
have  significant  exposures  to  interest  rate  risk.    The  proposal  also  advances  a 
specific  treatment  for  assessing  the  interest  rate  risk  of  derivative  activities  in 
the  context  of  the  overall  interest  rate  risk  of  a  bank. 

(3)  Section  308  of  FDICIA:  Effective  December  19,  1992,  Regulation  F 
implemented  Section  308  of  FDICIA,  which  required  the  FED  to  prescribe 
standards  to  limit  the  exposure  of  insured  depository  institutions  to  other 
depository  institutions.    As  implemented.  Regulation  F  requires  banks,  savings 
associations,  and  branches  of  foreign  banks  with  deposits  insured  by  the  FDIC 
to  develop  and  implement  internal  prudential  policies  and  procedures  for 
evaluating  and  controlling  credit  exposure  to  depository  institutions  with  which 
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they  do  business. 

(4)  FFIEC  Proposal  on  Implementing  Section  121  of  FDICIA:  Section  121  of 
FDICIA  requires  that  the  federal  banking  and  thrift  agencies  develop 
supplemental  standards  for  disclosure  of  the  fair  market  values  of  assets  and 
liabilities  of  insured  depository  institutions.    In  April  1993,  the  agencies  issued 
a  proposal  that  would  require  institutions  with  total  assets  of  $500  million  or 
more  to  disclose  the  fair  values  (i.e.,  estimated  market  values)  of  their  assets, 
liabilities,  and  off-balance  sheet  financial  instruments  in  their  audited  annual 
reports.    The  FFIEC  also  released  a  proposal  requesting  comment  on  the 
feasibility  of  providing  fair-value  disclosures  in  bank  Call  Reports,  perhaps 
using  a  condensed  format.    The  agencies  are  currently  reviewing  the  comments 
that  the  FFIEC  received  on  this  proposal. 

(5)  Financial  Accounting  Standards  Board  Interpretation  No.  39:  The  federal 
banking  agencies  are  considering  adopting  FASB  Interpretation  No.  39, 
Offsetting  of  Amounts  Related  to  Certain  Contracts,  solely  for  balance  sheet 
items  arising  from  off-balance  sheet  derivative  instruments.    Adoption  of  FASB 
No.  39,  which  takes  effect  for  financial  statements  issued  for  periods  beginning 
after  December  15,  1993,  would  improve  the  reponing  of  certain  credit 
exposures  arising  from  derivatives  in  bank  Call  Reports  by  clarifying  the 
potential  for  inappropriate  accounting  netting  practices.    In  addition,  FASB  No. 
39  would  permit  entities  to  offset  fair  value  amounts  recognized  for  derivative 
contracts  executed  with  the  same  counterparty  under  a  master  netting 
arrangement.    If  approved,  the  reporting  guidance  consistent  with  FASB  No.  39 
would  become  effective  beginning  with  1994  Call  Reports. 

b.  Customer  Disclosure  Rules 

In  addition  to  suitability  requirements  as  described  previously,  broker-dealers 
are  required,  pursuant  to  Rule  9b- 1  under  the  Exchange  Act  and  Form  S-20  under 
the  Securities  Act  of  1933,  to  provide  customers  with  a  risk  disclosure  document 
containing  information  describing  the  mechanics  and  risks  of  options  trading, 
transaction  costs,  margin  requirements,  and  the  tax  consequences  of  margin  trading. 

c.  Views  on  Disclosure  fh>m  Market  Participants 

Harmonization  of  international  accounting  standards  is  one  of  the  issues  most 
often  cited  by  industry  sources  regarding  disclosure  in  the  financial  derivative  markets. 
Broader  consistency  in  this  area  will  clarify  many  of  the  current  concerns  surrounding 
this  issue.    Until  then,  however,  industry  sources  have  outlined  several  voluntary 
disclosure  measures  which  would  apply  to  all  categories  of  financial  instruments, 
derivatives  included.^    Such  suggested  measures  are:  (1)  Qualitative  information 
should  be  disclosed  in  the  Management  Discussion  and  Analysis  (MD&A)  of  the 


^4uy  of  tbc  rollowini  dadwurei  already  (ppeir  in  the  niuncial  tutemcna  of  market  panicipaots,  but  very  few  make  all 
the  tugiened  diickicurea. 
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annual  report  by  dealers  and  end-users;  (2)   \ccounting  p>olicies  and  quantitative 
information  should  be  disclosed  in  the  footnotes  to  the  financial  statements  by  dealers 
and  end-users;  and  (3)  Additional  disclosure  in  the  footnotes  of  dealers  should  include 
information  such  as  details  on  regulatory  capital,  and  an  analysis  of  revenue  relating 
to  financial  instruments. 

d.        Disclosure  For  Market  Risk 

Enhanced  levels  of  disclosure*  are  desirable  on  the  part  of  market  participants, 
as  they  are  reluctant  to  accept  counterparties  that  do  not  provide  a  meaningful  and 
representative  measure  of,  and  sufficient  information  regarding,  their  creditworthiness. 
However,  there  are  a  number  of  considerations  which  present  significant  challenges  in 
disclosing  exposures  to  market  risk.    One  reason  for  this  is  the  potential  burden  that 
such  disclosure  might  entail.^    Institutions  may  also  have  reservations  about 
representing  disclosure  of  market  risk  as  the  "appropriate  level  of  risk"  because  such 
information  may  have  shortcomings  and  reflect  many  assumptions  made  in  the  interest 
of  minimizing  regulatory  burden.    Nevertheless,  difficulties  associated  with  disclosure 
of  market  risk  are  not  insurmountable,  and  the  regulatory  bodies  generally  believe 
that  greater  efforts  need  to  be  directed  toward  this  aspect  of  financial  disclosure.    As 
one  measure,  FASB  recently  released  Statement  No.  107,  Disclosures  about  Fair 
Value  of  Financial  Instruments  (December  1991),  requiring  enterprises  to  disclose  the 
fair  value  of  all  financial  instruments  whether  on-  or  off-balance  sheet.    Although 
FASB  107  does  not  require  disclosure  of  the  nature  and  terms  of  derivatives  or  other 
financial  instruments,  the  fair  value  disclosures  that  are  required  provide  an  indication 
that  the  enterprise  is  exposed  to  market  risk. 

Securities  and  Exchange  Commission  regulations  applicable  to  financial 
reporting  exceed  requirements  under  GAAP  by  requiring  disclosure  of  information 
that  is  indicative  of  a  registrant's  market  risk  exposure  from  on-balance  sheet  items. 
For  example.  Article  5  of  Regulation  S-X  requires  disclosure  of  the  general  charaaer 
of  each  type  of  short-  and  long-term  debt  instrument,  including  interest  rate  and 
maturity  date.    Industry  Guide  3,  which  identifies  certain  statistical  information  that 
must  be  disclosed  by  financial  institutions,  requires  disclosure  of  average  balances  of 
each  major  category  of  interest-bearing  asset  and  liability,  including  disclosure  of 
average  and  year-end  yields  on  each  major  class  of  interest-bearing  asset  and  liability. 
The  information  required  by  Regulation  S-X  and  Industry  Guide  3  provides  insight 
into  the  market  risk  to  which  a  registrant  is  exposed  through  its  major  on-balance 
sheet  lending  and  investing  activities.    Additionally,  Item  303  of  Regulation  S-K, 
Management's  Discussion  and  Analvsis  of  Financial  Condition  and  Results  of 
Operations  (MD&A),  requires  registrants  to  discuss  information  about  liquidity,  capital 
resources,  and  results  of  operations  that  the  registremt  believes  is  necessary  to  an 


TtadiliOfUlly,  GAAP  his  not  required  discfcxure  of  infoimalion  ihal  would  ficiliute  evaJualioa  of  maifcei  risk  upoture. 

Puticulaily  for  bankinf  or  other  nnancial  iitaituiioiu  that  make  little  or  oo  uie  of  detivitivc  instrunieBa.    The  FED 
suted  that  caie  is  being  taken  (o  ensure  that  any  reporting  changes  are  appropriately  targeted  and  do  not  cause  undue  reporting 
burdens.    On  tbe  other  hand,  the  FED  noted  that  Tinancul  instiiuiions  with  a  notional  value  of  derivative  cooinctt  in  excess  of 
10%  of  aaets  would  be  required  to  report  expanded  dau  to  enhance  the  supervisory  assessment  of  maitet  risk. 
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understanding  of  its  financial  condition,  cash  flows,  and  results  of  operations.    This 
very  broad  requirement  is  intended  to  elicit  disclosure  about  transactions  or  other 
factors  which  are  not  required  by  GAAP.    Specifically,  Item  303(a)(3)(ii)  requires 
registrants  to  "describe  any  known  trends  or  uncertainties  that  have  had  or  that  the 
registrant  reasonably  expects  will  have  a  material  favorable  or  unfavorable  impact  on 
net  sales  or  revenues  or  income  from  continuing  operations."    This  provision  would 
require  a  registrant  to  disclose  the  existence  of  derivatives  that  are  reasonably 
expected  to  have  a  material  impact  on  future  income. 


7.         TAX  ISSUES 

Concerns  have  been  raised  that  certain  tax  laws  and  regulations  disadvantage 
the  use  of  derivatives  in  risk  management  strategies.    Tax  impediments  include  the 
inconsistent  or  uncertain  tax  treatment  of  gains  and  losses  for  derivative  transactions, 
in  comparison  with  the  gains  and  losses  treatment  from  the  risks  being  managed  by 
other  means. 
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SUPERVISORY  PROPOSALS  FOR  FINANCIAL  DERFVATIVKS 


Several  supervisory  proposals  are  currently  being  considered  related  to 
derivatives.    A  summary  of  these  proposals  includes: 


I.         BASLE  COMMITTEE  PROPOSALS 

In  April  1993,  the  Basle  Committee  on  Banking  Supervision  issued  a  package 
of  supeivisory  proposals  dealing  with  netting  and  market  risks,  together  with  an 
approach  for  the  measurement  of  interest  rate  risk.^' 


2.         BANKING  AGENCY  PROPOSALS 

The  banking  agencies  (the  FED,  the  OCC,  the  FDIC  and  the  OTS)  have 
issued  various  proposals  relating  to  derivatives.    Such  proposals  include  those  which 
would  implement:  a.  Section  112  of  FDICIA  regarding  disclosure  of  instruments  that 
could  result  in  an  accounting  loss;  b.  Section  305  of  FDICIA,  both  capital  and 
disclosure  relating  to  interest  rate  risk;  c.  Section  121  of  FDICIA,  the  FFIEC  proposal 
regarding  the  disclosure  of  fair  market  value;  d.  FASB  Interpretation  No.  39  regarding 
netting;  and  e.  OCC  proposed  capital  rule  regarding  collateralized  transactions. 


3.         SEC  PROPOSALS 

The  SEC  has  several  proposals  under  consideration  related  to  its  Net  Capital 
Rule.    One  approach  would  involve  maintaining  the  current  Net  Capital  Rule.    A 
second  approach  would  devise  capital  requirements  that  would  comprehensively 
address  the  credit  and  market  risks  posed  by  derivative  products  so  that  firms  could 
conduct  their  derivative  activities  in  registered  broker-dealers  without  what  they  often 
regard  as  undue  capital  constraints.    A  third  approach,  which  would  be  combined  with 
either  of  the  first  two  approaches  or  implemented  separately,  would  be  to  formulate 
separate  capital  guidelines  that  would  specifically  apply  to  Derivative  Product 
Companies  (separately  capitalized  subsidiaries)  that  are  registered  broker-dealers. 
.\lthough  the  current  Net  Capital  Rule  contains  treatment  for  derivative  transactions, 
much  of  the  Rule's  structure  was  developed  prior  to  the  recent  growth  and 
development  of  the  OTC  derivative  markets.    The  SEC,  therefore,  is  considering 
different  approaches  to  the  treatment  of  derivative  products  in  order  to  evaluate 
whether  the  Net  Capital  Rule  should  be  modified. 


The  Basle  Commiiiee  is  hopeful  thai  ihe  propouls  would  be  iniplenenied  in  1994:  comments  on  the  propouls  are  due 
by  Oecember  31.  1993. 
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4.  CFTC  RECOMMENDATIONS 

The  CFTC  released  a  repon  in  October,  1993,  entitled  OTC  Derivative 
Markets  and  Their  Regulation,  as  required  by  the  Futures  Trading  Practices  Act  of 
1992  (P.L  102-546).    The  CFTC  report  contains  several  recommendations,  including 
an  interagency  council  to  explore  such  issues  as  information  access,  disclosure,  internal 
controls,  and  clearing  facilities  for  OTC  derivatives  for  future  consideration  to 
improve  the  futures  and  options  markets. 

5.  GROUP  OF  THIRTY  STAFF  PROPOSAL  FOR  CAPITAL  ADEQUACY 
REGULATION 

In  May  1993,  Charles  Taylor,  of  the  Group  of  Thiny  staff,  circulated  for 
comment  a  proposal  for  bank  capital  standards  entitled  A  New  Approach  to  Capital 
Adequacy  Regulation.    This  proposal  suggests  a  new  framework  for  assessing  capital 
adequacy  that  would  substitute  for  the  current  Basle  risk-based  capital  requirements. 
The  Taylor  proposal  would  set  fonh  a  capital  calculation  based  upon  income  volatility, 
rather  than  type  of  asset  as  does  the  Basle  Accord. 
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G.         RFrFNT  CONGRFSSIONAL  ACTION  REGARDING  FINANCIAL 
DERIVATIVES 

Congressional  interest  in  financial  derivatives  centers  around  legislation 
proposed  and  formalized  in  the  102nd  and  101st  sessions  of  Congress.    The  following 
legislative  items  each  contain  provisions  relating  to  financial  derivatives. 


1.    THE  FUTURES  TRADING  PRACTICES  ACT 

The  Futures  Trading  Practices  Act  (P.L.  102-546)  was  signed  into  law  on 
October  28.  1992.    The  Act  contains  four  provisions  relevant  to  derivatives. 

a.  Margins  on  Stock  Index  Futures:  Section  501  of  the  Conference  Repon 
amends  Seaion  2(a)(1)(B)  (7  U.S.C.  2a)  of  the  Commodity  Exchange  Act  (CEA)  to 
require  that  any  contract  market  in  a  stock  index  futures  contract  (or  option  thereon) 
file  with  the  FED  any  rule  setting  or  changing  levels  of  margin  for  such  contract. 

b.  Exemption  Authority  for  the  CFTC:  Section  502  of  the  Conference  Report 
amends  Seaion  4(c)  of  the  Act  (7  U.S.C.  6)  to  authorize  the  CFTC,  in  order  to 
promote  responsible  economic  or  financial  innovation  and  fair  competition,  to  exempt 
any  agreement,  contract  or  transaaion  (including  persons  or  class  of  persons  involved 
in  the  transactions),  or  class  thereof,  from  the  exchange-trading  or  any  other 
requirements  of  the  Act.    The  CFTC  must  determine  that  the  exemption  would  be  (1) 
in  the  public  interest,  (2)  consistent  with  the  purposes  of  the  Act,  and  (3)  entered 
into  solely  between  appropriate  persons.    "Appropriate  persons"  is  defined  in  the  Aa 
broadly,  but  does  include  the  following:  banks;  broker-dealers;  insurance  companies: 
investment  companies:  futures  commissions  merchants  (FCMs);  government  entities; 
corporations  with  a  net  wonh  over  $1  million:  and  other  persons  the  CFTC 
determines  to  be  appropriate  in  light  of  their  financial  qualifications. 

c.  Hybrid  and  Swap  Exemptions:  Seaion  502  also  authorizes  the  CFTC  in  Seaion 

4(c)(5)(A)  and  (B)  of  the  Act  to  exempt  "hybrid  instruments  that  are  predominantly 
securities  or  depository  instruments"  and  "classes  of  swap  agreements  that  are  not  pan 
of  a  fungible  class  of  agreements  that  are  standardized  as  to  their  material  economic 
terms."    Based  on  this  section  and  report  language  in  the  Conference  Repon,  the 
CFTC,  on  January  22,  1993  (58  FR  5587)  adopted  a  final  rule  exempting  swaps  from 
all  provisions  of  the  Commodity  Exchange  Act  subject  to  the  provisions  outlined  in 
the  statute. 

d.  Risk  Assessment  for  Holding  Companies:  Section  229  of  the  Conference  Report 
requires  FCMs  to  obtain  such  information  and  keep  such  records  on  affiliates  as 
required  by  the  CFTC.    In  the  case  of  a  futures  commission  merchant  that  is 
affiliated  with  a  depository  institution,  if  the  merchant  utilizes  for  the  recordkeeping 
or  reporting  requirement  copies  of  reports  filed  by  the  affiliate  with  a  federal  banking 
agency,  it  will  be  in  compliance  with  this  section.    If  the  CFTC  determines  that 
supplemental  reports  are  required  because  of  "potential  risks"  to  the  futures  merchant. 
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the  CFTC  is  required  to  first  consult  with  the  appropriate  federal  banking  agency,  and 
determine  if  the  information  is  available  from  the  agency,  unless  any  delay  from 
consultation  would  be  "inconsistent  with...stabilirv." 


2.         FEDERAL  DEPOSIT  INSURANCE  CORPORATION  IMPROVEMENT  ACT 
OF  1991 

The  Federal  Deposit  Insurance  Corporation  Improvement  Aa.  of  1991 
(FDICIA),  Public  Law  102-242,  was  signed  into  law  on  December  19,  1991.    FDICLA. 
contains  several  provisions  which  are  relevant  to  financial  derivatives. 

a.  FDICIA  Netting  Provisions:  FDICIA  contains  a  provision  regarding  the  netting 
of  obligations  between  financial  market  panicipants  in  the  event  that  one  of  the 
panicipants  fails.    The  U.S.  Bankruptcy  Code  and  the  Financial  Institutions  Reform 
Recovery  and  Enforcement  Act  (FIRREA)  contain  related  provisions. 

b.  Regnlatory  Provisions:  FDICIA  contained  several  regulatory  provisions  that 
have  a  direa  effea  on  the  supervision  of  derivatives  aaivities.    These  include  Seaions 
305,  308,  121,  and  112  of  FDICL\  (explained  above  in  Section  E.6.). 


3.         FINANCLU.  INSTITUTIONS  REFORM,  RECOVERY  AND  ENFORCEMENT 
ACT 

The  Financial  Institutions  Reform,  Recovery  and  Enforcement  Act  (FIRREA), 
Public  Law  101-73,  is  federal  legislation  passed  in  1989  providing,  among  other  things, 
government  funds  to  insolvent  savings  Jind  loan  associations,  and  mandating  sweeping 
changes  in  the  examination  and  supervision  of  insured  institutions.    FIRREA  required 
savings  and  loans  to  adopt  new  capital  standards,  transferred  the  regulatory  powers  of 
the  Federal  Home  Loan  Bank  Board  to  a  new  agency  (the  OTS),  and  placed  the  12 
distria  Federal  Home  Loan  Banks  under  control  of  an  oversight  board  (Federal 
Housing  Finance  Board).    The  Aa  also  abolished  the  Federal  Savings  and  Loan 
Insurance  Corporation  (FSLIC). 

Similar  to  FDICIA.  FIRREA  contains  provisions  regarding  the  netting  of 
obligations  between  financial  market  participants  in  the  event  that  one  of  the 
participants  fails.    Unlike  FDICIA,  however,  FIRREA  does  not  cover  both  bilateral 
and  multilateral  netting.    FIRREA  also  amended  the  Federal  Deposit  Insurance  Act 
to  allow  parties  to  liquidate  or  net  obligations  under  a  qualified  financial  contract " 
when  the  counterparty  is  a  depository  institution  for  which  the  Federal  Deposit 
Insurance  Corporation  (FDIC)  has  been  appointed  receiver.    Unlike  the  FDICIA 
provisions,  FIRREA  allows  netting  by  any  party  to  a  contract  with  a  failed  depository 
institution,  not  just  by  financial  institutions. 


A  OualiTicd  Fiiuncul  Coniraci  means  any  sccuhiies  coniraa.  commodity  roninct.  forward  coainct.  repurctuK  ipccmeni. 
swap  aptement.  or  (imilar  a(reemeni  u  determined  tn  the  Federal  Depotii  Insurance  Corporatioa 
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FIRREA  also  has  a  provision  which  prevents  "cherry-picking"  berween  swap 
Master  Agreements.  The  provision  states  that  "any  Master  Agreement  for  any 
agreements  described  in  clause  (vi)(I)  [swap  agreement]  together  with  all  supplements 
to  such  master  agreement  shall  be  treated  as  1  swap  agreement."    In  other  words,  the 
provision  contained  in  Section  212  of  FIRREA  prevents  discriminatory  selection  of 
contracts  in  different  Master  Agreements. 


4.  MARKET  REFORM  ACT 

The  Market  Reform  Act  of  1990,  Public  Law  101-432.  required  that  regulatory 
agencies  collect  information  from  financial  entities  to  evaluate  risk  management 
systems.    Pursuant  to  this  Act,  the  SEC  adopted  risk  assessment  recordkeeping  and 
reponing  rules  that  provide  the  SEC  with  an  overview,  on  a  periodic  basis,  of  the 
financial  and  securities  activities  of  affiliates,  including  unregistered  affiliates  in  which 
much  derivative  activities  take  place,  that  are  likely  to  have  a  material  impact  on  a 
broker-dealer's  financial  and  operational  condition.    In  addition,  broker-dealers  are 
required  to  file  with  the  Commission  records  concerning  their  policies,  procedures, 
and  systems  for  monitoring  and  controlling  financial  and  operational  risks  resulting 
from  the  aaivities  of  their  affiliates. 
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H.        rASE  STUDIES  INVOLVING  DERIVATTVES 

There  are  several  interesting  case  studies  which  provide  engaging  insights  into 
the  world  of  financial  derivatives. 


1.         COMPANIES  SUED  FOR  NQl  USING  DERIVATIVES 

a.  Grain  C(M>p  Sued  by  Shareholders  for  Not  Hedging  their  Grain 

In  Brane  vs.  Roth.  590  N.E.2d  587  (Ind.  Ct.  App.  1992)  the  Coun  of  Appeals 
of  Indiana  affirmed  a  trial  coun's  findings  that  the  board  of  direaors  of  a  grain 
cooperative  breached  its  fiduciary  duty  in  failing  to  adequately  supervise  the  manager 
of  the  cooperative  and  become  aware  of  the  essentials  of  hedging.    In  this  case,  the 
trial  court  held  that  the  directors  were  liable  for  retaining  a  manager  inexperienced  in 
hedging  and  for  failing  to  attain  knowledge  of  the  basic  fundamentals  of  hedgmg  to 
be  able  to  direa  the  hedging  activities.    The  cooperative  had  over  $7  million  in  grain 
sales  and  hedged  only  $20,500  in  grain  contracts.    The  lack  of  hedging  was  found  to 
be  the  proximate  cause  of  the  cooperative  s  $424,000  loss. 

b.  Action  Brought  Against  a  Computer  Company  for  Lack  of  Currency  Hedging 

The  absence  of  adequate  hedging  to  guard  against  financial  loss  has  also  been 
used  in  a  denvative  class  action  against  the  board  of  direaors  of  Compaq  Computer 
Corporation  in  a  pending  aaion  in  federal  coun  in  the  Southern  District  in  Texas 
filed  in  1991.    In  the  complaint,  the  class  alleges  that  the  board  made  false  statements 
regarding  the  operations  and  outlook  for  Compaq.    The  board  also  failed  to  disclose, 
among  other  things,  that  Compaq  lacked  sufficient  and  adequate  foreign  currency 
hedging  mechanisms  to  insulate  Compaq  from  appreciation  in  the  value  of  the  U.S. 
dollar  in  foreign  currency  markets.    Compaq  at  the  time  of  the  complaint  derived 
54%  of  its  revenues  from  foreign  sales.    This  lawsuit  has  not  yet  come  to  trial. 


2.         CASE  STUDIES  INVOLVING  FAILED  OR  FAILING  COUNTERPARTIES 

a.         Drexel  Bumham  Lambert 

Drexel  Bumham  Lambert  Group  Inc.  (DBL  Group),  and  its  swap  subsidiary. 
DBL  Products,  went  bankrupt  in  1990  at  which  time  they  were  the  counterparty  in  a 
number  of  derivative  contracts.    According  to  the  industry  panicipants  and  regulators 
involved,  the  contracts  were  unwound,  or  settled,  "smoothly"  with  the  cooperation  of 
the  other  counterpanies  involved.    The  unwinding  process  was  accomplished  without 
apparent  adverse  effects  on  domestic  and  foreign  financial  markets,  and  no  taxpayer 
money  was  lost.    Because  DBL  Group  filed  for  bankruptcy,  most  counterpanies  to 
DBL  Produa's  swap  transactions  were  not.  under  the  terms  of  the  swap  agreements, 
obligated  to  pay  the  money  they  owed  since  DBL  Products  technically  defaulted  on 
the  swaps.    However,  vinually  all  counterpanies  paid  Drexel  the  money  they  owed  for 
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various  reasons.    Many  counterpanies  had  unwound  their  contracts  with  Drexel  upon 
anticipation  of  the  failure. 

The  failure  of  Drexel  was  a  stimulus  behind  the  passage  of  the  Market  Reform 
Act  of  1990  which  gave  the  SEC  the  ability  to  monitor  the  activities  of  broker-dealer 
unregistered  affiliates  under  rules  impiementmg  a  risk  assessment  program.    Today, 
the  SEC  receives  standardized  regulatory  reports  regarding  the  financial  activities  of 
broker-dealer  holding  companies  and  their  affiliates  under  the  risk  assessment 
program,  including  information  on  denvatives  activities.    In  addition,  the  bankruptcy 
case  of  DBL  Products  was  initiated  prior  to  the  June  25,  1990  effeaive  date  of 
amendments  to  the  Bankruptcy  Code  concerning  the  treatment  of  swap  transaaions." 
The  unwinding  of  DBL  Produa's  swaps  portfolio  was  therefore  accomplished  in 
accordance  with  legal  authority  existing  before  the  effective  date  of  these  amendments. 

b.  The  Bank  of  New  England 

On  January  6,  1991,  federal  regulators  seized  the  Bank  of  New  England  (BNE) 
and  its  subsidiaries.    BNE,  with  S22  billion  in  assets,  was  the  country's  33rd  largest 
banking  company  at  the  time.    According  to  regulators,  BNE's  troubles  were  caused 
primarily  by  its  aggressive  real  estate  lending  in  a  local  economy  that  subsequently 
declined.    At  the  time  it  failed,  BNE  was  the  counterparty  in  a  number  of  derivatives 
contracts.    According  to  industry  sources,  the  contracts  were  unwound,  or  settled, 
"smoothly"  with  the  cooperation  of  the  other  counterpanies  involved.    No  significant 
losses,  if  any,  were  incurred  by  any  party. 

According  to  the  FDIC,  all  derivative  contracts  in  the  BNE  case  met  the  legal 
definition  of  "qualified  financial  contracts"  and  were  transferred  to  the  bridge  banks 
that  were  formed  to  absorb  cenain  assets,  liabilities  and  off-balance  sheet  obligations 
of  the  failed  bank  and  its  subsidiaries.    The  effect  of  this  transfer  was  to  have  the 
FDIC  temporarily  step  in  as  counterparty  in  place  of  the  failed  institution.    Generally, 
the  process  of  timely  notification  and  other  requirements  of  the  FDI  Act  was, 
according  to  the  FDIC,  carried  out  without  any  problems. 

c.  Salomon  Brothers 

In  1991,  Salomon  Brothers  reportedly  faced  the  withdrawal  of  certain 
uncommitted  credit  lines  and.  for  a  period  of  time,  experienced  funding  difficulties 
resulting  from  the  Treasury  auaion  issue."    At  that  time,  Salomon  was  the 


These  imendnKnu  pnmde  prelection  for  panies  lo  swip  trantactions  when  iheir  counierpirty  bejomet  the  subject  of 
Dankniptcy  proceedinp  under  the  Code.    Speancally.  under  the  amendmenu.  such  parties  are  permuted  to  cause  liquidation  of 
svtp  iraosacTions  with  the  Bankrupt  counierpartv  and  to  apply  n^is  of  offset     Thev  are  also  proieaed  from  pieference  aaions 
'.o  recover  preoankruptcy  transfers.     U  USC  54101(55).  3d:fb)(14) 

On  August  9,  1991.  Salomon  Brothers.  Inc.  announced  thai  ii  had  reported  to  the  appropriate  government  agenaes  the 
disct^^ry  of  vtolatioas  of  law  and  other  irregulaniies  m  cenain  bids  mat  it  had  submitted  in  sevxral  auaions  of  VS.  gijvemment 
securities  during  the  previous  year     On  May  20.  1991  Salomon  settled  the  Treasury  auaion  investigation  by  paying  a  S290 
nuUion  fine,  agreeing  to  an  SEC  injunction  and  administrative  order,  and  being  suspended  from  trading  actmiy  with  Ibe  Federal 
Reserve  Bank  for  two  yeatv  O'her  investment  banlu  were  also  fined  on  similar  charges. 
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counterparty  in  a  number  of  derivatives  contracts. 

According  to  the  SEC,  despite  its  Treasury  auction  violations  and  the  related 
investigation  and  penalties,  Salomon  was  able  to  meet  all  of  its  existing  obligations  to 
customers  and  creditors,  including  those  involving  derivative  products.    After  disclosure 
of  its  Treasury  auction  violations,  however,  the  number  of  new  interest  rate  swaps  into 
which  Salomon  entered  declined.    This  may  have  been  a  result  of  counterpanies' 
reluctance  to  do  business  with  a  firm  whose  long-term  prospects  at  that  time  had 
been  called  into  question.    Nevenheless,  according  to  the  SEC,  it  does  not  seem  that 
Salomon's  ability  to  satisfy  its  ongoing  obligations  was  adversely  affeaed  by  its 
involvement  in  the  Treasury  auction  issue. 

The  Treasury  auction  issue  did  not  result  in  any  CFTC  aaion  against  Salomon 
for  violations  of  CFTC  regulations  governing  futures  trading.    Salomon's  compliance 
with  financial  requirements,  such  as  segregation  of  ciwtomer  funds  and  maintenance  of 
adequate  net  capital,  was  monitored  by  its  designated  self-regulatory  organization 
(DSRO).    The  CFTC  in  turn  was  in  frequent  contact  with  the  DSRO  on  the  situation. 
The  DSRO  also  did  not  report  that  Salomon  Brothers  was  unable  to  comply  with 
CFTC  financial  requirements  at  any  time  during  that  period. 


44 


61 


I.  STUDIES 

Several  studies  have  been  conducted  by  various  entities  on  the  subject  of 
financial  denvatives.    What  follows  is  a  summarv  of  such  studies. 


1.         GROUP  OF  THIRTY  REPORT  --  DERIVATIVES:  PRACTICES  AND 
PRINCIPLES 

The  Group  of  Thirty  sponsored  a  study  on  derivatives  entitled  Derivatives: 
Practices  and  Principles.    This  Report  was  released  on  July  21,  1993.    The  authors  of 
the  repon  included  senior  managers  from  firms  that  are  dealers  and  end-users  of 
derivatives,  and  individuals  from  related  legal,  accounting,  and  academic  disciplines. 

The  Study  consists  of  a  Recommendation  section  which  sets  forth  20 
recommendations  for  industry  practitioners  and  4  recommendations  for  legislators  and 
regulators.    The  Study  also  contains  an  Overview  of  Derivative  Activities,  and  two 
Appendices,  which  contain  the  Study's  detailed  background  materials.    A  third 
Appendix  containing  the  G30's  survey  of  industry  practices  has  curiously  yet  to  be 
released. 


2.         COMMODITY  FUTLTIES  TRADING  COMMISSION 

The  Conference  Report  for  the  Futures  Trading  Practices  Act  directed  the 
CFTC  to  conduct  a  study  with  the  cooperation  of  and  in  consultation  with  the  SEC 
and  the  Federal  Reserve  on  the  risks,  size,  and  scope  of  derivatives,  and  on  the  need 
for  regulation.    On  October  25,  1993,  the  CFTC  released  the  above-referenced  study, 
entitled  OTC  Derivative  Markets  and  Their  Regulation,  as  required  by  the 
Conference  Repon  to  accompany  P.L.  102-546,  the  Futures  Trading  Praaices  Act. 

The  CFTC  Report  provides  an  overview  of  derivative  products  found  in  today's 
marketplace  and  their  attendant  risks,  as  well  as  a  survey  of  regulatory  controls  and 
risk  management  practices  curtently  in  effect  in  the  United  States.    In  its 
recommendations,  the  CFTC  Report  requested  the  formation  of  an  interagency  council 
and  identified  areas  of  concern  to  be  addressed  in  any  future  attempts  to  impose 
additional  legal  or  regulatory  safeguards  and  to  ensure  the  integrity  of  the  OTC 
derivatives  markets. 


3.         THE  PROMISEL  REPORT 

In  1991,  the  Governors  of  the  central  banks  of  the  Group  of  Ten  countries 
established  a  working  group  to  study  recent  developments  in  international  interbank 
relations.    The  group  was  asked  to  focus  on  the  role  and  interaction  of  banks  in 
nontraditional  markets,  notably  the  markets  for  derivative  instruments,  to  examine  the 
linkages  among  various  segments  of  the  interbank  markets  and  among  the  players 
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active  in  them,  and  to  consider  the  concerns  to  which  these  aspects  might  give  rise. 

The  Report  concluded  that  international  interbaiik  relations  have  undergone 
significant  changes  in  recent  years.    Most  notably,  financial  operations  involving 
derivative  instruments  have  significantly  altered  the  role  of  the  traditional  international 
interbank  deposit  markets.    Such  operations  have  strengthened  linkages  among  various 
seaors  of  the  financial  industry,  as  well  as  between  banks  and  non-financial  firms. 


4.         INSTITUTE  OF  INTERNATIONAL  FINANCE 

In  1992,  the  Bank  for  International  Settlements  (BIS)  published  the  Promisel 
Report,^  which  encouraged  the  banking  industry  to  communicate  its  suggestions  for 
the  supervision  of  derivative  activities.    Member  banks  of  the  Institute  of  International 
Finance  (IIF)  welcomed  the  encouragement  of  the  Promisel  Report,  and  have  taken 
the  initiative  to  describe  prudent  practices  that  would  help  reduce  derivatives-related 
risks  without  adversely  impaaing  on  the  market's  function  and  flexibility.    The  banks 
hoped  that  by  articulating  their  views  through  the  forum  of  the  IIF,  they  might 
contribute  to  the  international  public  policy  debate  while  also  providing  guidance  to 
all  banks  participating  or  plaiming  to  panicipate  in  the  derivative  markets.    The  banks 
also  hoped  to  dispel  any  misperceptions  concerning  their  derivative  activities  and  the 
related  management  controls  that  currently  exist. 

Also  in  1992,  a  task  force  on  bank  derivative  activities,  composed  of  senior 
bank  managers  from  European,  Japanese  and  U.S.  banks  was  formed  at  the  IIF.    In 
May  1993,  the  task  force  released  recommendations  on  four  key  issues  (Internal 
Conuols;  Netting;  Capital  Adequacy;  and  Disclosure)  in  conjunction  with  the  Promisel 
initiative  and  the  responses  from  IIF-member  banks. 


5.         U.S.  GENERAL  ACCOUNTING  OFFICE 

In  1992.  requests  were  made  to  the  General  Accounting  Office  to  examine 
issues  surrounding  derivative  activities.    Several  members  of  Congress  were  involved, 
in  some  context  or  another,  with  these  inquiries.    They  included  Senator  Riegle,  and 
Representatives  Gonzalez,  Markey  and  Leach.    The  GAO  is  currently  in  the  process 
of  preparing  their  report,  which  is  expected  to  be  released  in  1994. 


6.         BANK  OF  ENGLAND 

In  April  1993,  the  Bank  of  England  published  Derivatives:  Repon  of  an 
Internal  Working  Group.    The  Repon  provides  the  findings  and  recommendations  of 
an  internal  working  group  on  derivatives  set  up  by  the  Bank  of  England.    The  group 


^  Report  Prepared  by  a  Wortung  Group  established  bv  inc  Central  Banks  of  the  Gioup  of  Ten  Cotinincs.  'Recent 
Devdopoenu  m  Iniemaiioiul  Intertunk  Relations.'  Bank  for  Iniemiiional  Settlements.  Basle.  October  1992. 
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was  given  the  specific  task  of  focusing  on  derivative  activities  in  London  and  the 
associated  risics  being  run  by  U.K.  banks,  and  to  identify  the  supervisory  and  central 
bank  issues  related  to  this  topic. 

The  two  substantive  recommendations  provided  by  the  Bank  of  England  repon 
are  1.  'That  research  on  the  relative  price  volatility  and  liquidity  of  cash  and 
derivative  markets  should  be  conducted,  with  a  view  to  improving  our  understanding 
of  the  increasing  links  between  financial  markets,  and  their  potential  systemic 
implications,"  and  2.  'That  the  Bank  [of  England],  in  consultation  with  the  BIS. 
considers  which  data  on  exchange-traded  and  OTC  derivative  markets  it  is  desirable 
to  collea  for  the  purposes  of  examining  market  size  and  the  degree  of  concentration, 
and  subsequently  considers  establishing  a  survey  of  the  derivative  markets  comparable 
to  that  already  conducted  for  foreign  exchange  activity." 


7.  INTERNATIONAL  .MONETARY  FUND 

In  August  1993.  a  staff  team  from  the  International  Monetary  Fund  (IMF)    _ 
published  a  study  entitled  The  Growing  Involvement  of  Banks  in  Derivative  Finance  - 
-  A  Challenge  for  Financial  Policy.    The  study  provides  an  overview  of  the  derivative 
markets,  the  risks  associated  with  these  markets,  and  the  instruments  traded  therein. 
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SECTION  II 
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SECTION  II  --    HIGHLIGHTS  AND  SUMMARY  OF  AGENCY  RESPONSES 


GENTR4L 


Tne  size,  complexity,  and  dramatic  growth  of  the  derivatives  market  demands 
increased  regulatory  scrutiny  and  concern.    Appropriate  monitoring, 
examination,  and  supervision  of  derivatives  activities  by  insured  institutions 
should  receive  the  highest  regulator.'  priority. 

Significant  benefits  accrue  from  the  use  of  derivatives  by  financial  institutions. 
Denvatives  may  lead  to  better  risk  management  techniques  by  financial 
institutions. 

When  used  prudently  derivatives  can  offer  managers  efficient  and  effective 
methods  for  reducing  cenain  risks  through  hedging  activities.    Used  properly, 
deinvatives  could  have  helped  cenain  S&Ls  improve  profitability,  reduce  risks. 
and  avoid  losses  that  resulted  from  the  sharp  increase  in  short  term  rates  that 
occurred  in  the  late  '70's  and  early  '80's. 

Despite  the  apparent  benefits  of  wider  financial  industry  use  of  derivative 
products,  a  persuasive  argument  can  be  made  that  only  sophisticated  users  with 
comprehensive  risk  management  strategies  and  qualified  personnel  should  be 
allowed  to  panicipate  on  a  large-scale  basis.    The  fact  that  market-making  for 
derivative  products  is  feasible  only  for  firms  in  strong  financial  condition  and 
with  a  long  experience  in  dealing  with  similar  risks  has  a  positive  impact  on 
the  market. 

Regulators  should  seek  to  ensure  that  the  capital,  expertise,  reserves,  and 
operating  procedures  of  a  bank  are  commensurate  with  the  level  of  risk 
irmerent  in  any  portfolio  or  activity  both  on-  and  off-balance  sheet.    Regulators 
believe  that  the  credit  risk  to  which  banks  are  generally  exposed  by  virtue  of 
their  financial  derivatives  transactions  is  substantially  less  than  their  credit  risk 
exposure  arising  out  of  other  off-balance  sheet  aaivities,  many  of  which  are 
subject  to  limits  imposed  by  regulation.    The  regulators  do  not.  as  a  matter  of 
policy  or  practice,  seek  to  mandate  the  degrees  or  level  of  risk  assumed  by 
what  are  determined  to  be  sound,  appropnaiely  capitalized,  well  managed 
financial  instituuons.    Risk  limits,  however,  may  be  imposed  on  troubled 
institutions  warranting  heightened  regulatory  concern  on  a  case-by-case  basis. 

Tne  federal  banking  agencies  should  be  skeptical  of  active  trading  in  any  of  the 
derivative  markets  by  insured  institutions,  particularly  smaller  institutions. 
unless  management  can  convincingly  demonstrate  both  sufficient  capitalization 
and  sophisticated  technical  capabilities. 

The  major  advantages  of  derivatives  described  by  regulators  include:  (i)  Use  for 
nsk  management  and  asset/liability  management  purposes:  (ii)  Broaden  access 
to  capital  markets  and  reduce  funding  costs;  (iii)  Enhance  ability  to  serve 
customers;  (iv)  New  revenue  source  for  financial  institutions;  and  (v)  Reduce 
exposure  to  price  risk  (exchange-traded). 
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SUPERVISION  OF  DERIVATIVE  ACrrVlTIFS 

•  The  bankiiig  agencies  have  taken  significant  steps  to  supervise  derivative  activities. 
Written  policies  and  examination  procedures  are  in  place  and  examiners  are 
receiving  intensive  training  as  to  the  complexities  of  derivative  instruments. 

•  The  primary  regulatory  concerns  of  the  banking  agencies  related  to  derivatives 
activities  included: 

1.)        The  volume  and  complexity  of  derivatives  affects  both  the  ability  of 
examiners  to  evaluate  a  bajik's  activities  and  the  ability  of  bank 
management,  itself,  to  identify,  understand  and  control  the  risk 
management  process.  These  concerns  extend  to  the  evaluation  of 
capital  adequacy,  the  adequacy  of  internal  controls,  and  any 
potential  effects  on  interbank  clearings  and  systemic  risk.   Concerns 
also  arise  as  to  the  integrity  and  reUability  of  the  payments  system. 

2.)       Regulators  may  over-reaa  to  the  expansion  of  derivatives  aaivities 
and  needlessly  discourage  activities  that  would  reduce  risk  or 
enhance  the  profitability  and  stability  of  the  banking  industry. 

3.)       Banks  that  engage  in  derivatives  transaaions,  either  as  dealers  or 
end-users  or  both,  should  appropriately  manage  the  credit,  market, 
liquidity,  operational  and  settlement  risks  arising  out  of  derivatives 
transactions  and  have  exposure  limits  to  control  these  risks. 

4.)        Banks  should  maintain  the  appropriate  level  of  capital  refleaing 
risks  associated  with  derivatives. 

S.)        The  Board  of  Direaors  and  senior  management  should  understand 
derivatives,  approve  a  strategy  for  utilizing  derivatives,  and  properly 
supervise  the  use  of  derivatives.   Management  should  not  imduly 
rely  on  the  trading  acumen  of  various  brokers,  dealers  or 
consultants. 

6.)       All  banks,  as  well  as  small  banks,  should  use  derivatives  properly  to 
reduce  funding  costs,  diversity  funding  sources,  and  reduce  and 
manage  risk.   In  addition,  all  banks  should  not  be  taking  imprudent 
risks  or  taking  positions  that  unduly  expose  them  to  changes  in  rates 
and  prices. 

7.)       Banks  newly  engaged  in  derivatives  dealing  activities  should  have 
the  adequate  level  of  sophistication  in  systems  and  persotmel. 

8.)       Employees  should  have  the  adequate  level  of  expenise. 

9.)       Institutions  should  have  the  ability  to  suiubly  measure  both  credit 
and  market  risk  exposures  for  individual  institutions  and  for  groups 
of  institutions. 
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10.)      The  rate  at  which  denvatives  exposures  are  accumulated  should  be 
monitored  and  controlled  carefully. 

'.'..)      Smaller  institutions  are  vulnerable  to  speculative  inducement  and 
Dressures. 


The  primarv'  regulatory  concerns  of  the  SEC  related  to  derivatives  activities 
included: 

1.)        Customer  Suitability:   The  customer  base  of  the  derivatives  market, 
which  began  with  only  the  largest,  most  sophisticated  institutions, 
may  reach  the  next  tier  of  institutional  investors.   Certam  derivatives 
products,  such  as  detachable  call  options  on  municipal  bonds  or 
collateralized  mongage  obligations,  are  available  to  retail  investors. 

2.)        Market  Impact:   The  increased  use  of  derivatives  could  lead  to  the 
failure  of  one  or  more  derivatives  dealers  during  periods  of  extreme 
market  stress,  with  this  failure  creating  ripple  effects  throughout  the 
OTC  derivatives  market  for  broker-dealers  and  other  market 
participants. 

3.)       Market  Interaction:   Interrelationships  between  cash  markets  and 
derivatives  trading  exist,  and  market  volatility  can  be  magnified  to 
the  extent  a  few  large  dealers  dominate  and  are  capable  of  moving  a 
market. 


The  agencies  do  not  advocate  major  changes  to  the  current  regulatory  framework. 
Some  "specific  recommendations  by  the  regulators  for  administrative  action 
included: 

1.)       The  OCC  requested  the  formation  of  an  interagency  task  force  to 
address  the  involvement  of  U.S.  banks  in  derivative  financial 
products. 

2.)       The  FDIC  suggested  that  joint  bank  regulatory  examinations  for 

major  derivatives  dealers  (banks  and  bank  holding  companies)  could 
provide  substantive  benefits  to  all  three  agencies. 

3.)       The  OTS  suggested  that  it  may  be  useful  to  conduct  an  interagency 
review  of  the  capital  treatment  of  derivatives  under  the  risk-based 
capital  standards  to  determine  whether  any  changes  to  those 
standards  are  needed. 

4.)       The  OTS  stated  that  it  may  be  beneficial  for  regulators  to 

encourage  dealers  and  end-users  of  derivatives  to  comply  voluntarily 
with  the  recommendations  contained  in  the  Group  of  Thirty  Study. 
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5.)       The  SEC  stated  that  it  hopes  that  any  changes  in  the  net  capital 

treatment  of  OTC  derivative  products  that  develop  from  the  SECs 
review  of  its  capital  standards  will  encourage  OTC  derivatives 
aaivities  now  conducted  in  unregistered  affiliates  of  broker-dealers 
to  be  brought  within  registered  broker-dealers  under  SEC 
jurisdiaion. 

6.)       The  SEC  suggested  that  the  establishment  of  one  or  more 

clearinghouses  that  specialize  in  the  processing  of  trades  in  swaps 
may  improve  the  current  regulatory  framework  for  the  swaps  market 
by  helping  to  ensure  the  legal  certainty  of  swaps  transactions  and  by 
improving  settlement  efficiency  through  payment  netting.  A  swaps 
clearinghouse  also  would  provide  a  focal  point  for  coordination  of 
industry  praaices  and  communication  with  interested  regulators. 
The  SEC  stated  that  while  there  are  regulatory  issues  involved  in 
the  establishment  of  a  swaps  clearinghouse,  regulators  should 
aaively  evaluate  the  development  of  such  facilities. 

7.)       The  CFTC  recommended  in  its  study  on  OTC  derivatives  the 
estabhshment  of  an  interagency  council  to  identify  common 
regulatory  issues  among  agencies  and  foster  regulatory  coordination 
regarding  derivatives.  The  CFTC  stated  that  in  light  of  the  difficulty 
of  obtaining  basic  information  about  OTC  derivative  transactions, 
the  CFTC  suggests  that  an  early  focus  of  the  council  should  be 
information  access.  Other  agenda  items  for  the  council  should 
include  issues  related  to  pricing,  disclosure,  risk  valuation,  internal 
controls,  and  clearing  facilities  for  OTC  derivatives.  The  council  is 
intended  to  supplement  not  replace,  efforts  by  individual  agencies 
in  areas  of  common  interest. 

8.)        The  SEC  stated  that  regulation  may  be  the  only  means  of  ensuring 
that  risk,  including  systemic  risk,  is  adequately  addressed  by 
participants.   According  to  the  SEC  there  is  no  agreement  among 
dealers  and  end-users  on  how  to  manage  risk  and  it  is  unlikely  that 
dealers  and  end-users  would  factor  systemic  risk  into  their  individual 
risk  calculation.   For  example,  the  Group  of  Thirty  Repon  states 
that  most  small  end-users  do  not  perform  stress  simulations  essential 
in  determining  the  risks  associated  with  either  a  single  investment 
decision  or  the  management  of  a  derivatives  ponfolio. 


CAPITAL  STANDARDS 

•  The  current  risk  based  capital  standards  require  that  insured  institutions  hold 

capital  against  the  credit  equivalent  amount  for  an  off-balance  sheet  item.  The 
credit  equivalent  amount  may  not  exceed  a  50%  risk  weighting.  The  credit 
equivalent  amount  is  composed  of  the  present  credit  exposure  plus  the  potential 
future  credit  exposure.  The  present  credit  exposure  is  the  mark  to  market  value 
of  the  derivative  instrument.  The  potential  fumre  credit  exposure  is  the  notional 
amount  of  the  derivative  multiplied  by  a  risk  factor  depending  on  the  typ)e  of 
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contract  that  is  involved. 


Proposed  new  capital  requirements  for  off-balance  sheet  instruments  and  activities 
are  being  discussed  both  on  an  interagency  and  international  basis  but  no  final 
decisions  have  been  made.   The  Basle  Committee  has  issued  proposals  for  public 
comment  related  to  netting,  market  risk  and  foreign  exchange  risk.   The  comment 
period  ends  December  31,  1993. 

The  SEC  is  considering  changes  to  its  net  capital  rule  for  broker-dealers  to  better 
account  for  derivative  aaiviiies.   One  major  consideration  is  that  under  the 
current  net  capital  rule  derivatives  activities  are  generally  being  conduaed  in 
unregulated  affiliates  of  broker-dealers,  without  any  capital  requirements.   The 
SEC'is  seeking  to  modify  its  net  capital  rule  to  bring  derivatives  activities  into  the 
broker-dealer. 

The  CFTC  has  established  margin  requirements  and  minimum  capital  standards 
for  dealers  in  the  exchange  traded  markets  and  believes  that  these  measures 
provide  adequate  protection. 


DISCLOSURE 


The  banking  agencies  are  expanding  regulatory  disclosure  requirements  for 
derivative  activities. 

The  agencies  favor  retaining  airrent  reponing  requirements  based  on  notional 
amount  in  caU  reports.   Also,  the  agencies  are  considering  expanding  call  reports 
to  include  enhanced  information  to  assess  market  risks,  concentration  of 
counterparty  exposures  and  the  risk  reducing  effects  of  legally  enforceable  netting 
contracts.   Any  call  repon  changes  are  being  designed  to  minimize  any  additional 
regulatory  burden  being  placed  on  insured  institutions. 

Expanded  reporting  would  occur  under  new  auditing  requirements  pursuant  to 
Section  112  of  FDICIA.   Section  121  of  FDICIA  would  require  new  market  value 
disclosures  by  insured  institutions  including  disclosures  of  off-balance  sheet  items. 

New  interest  rate  risks  standards  required  pursuant  to  Sec.  305  of  FDICIA  would 
also  provide  increased  disclosure  of  derivative  exposures.  The  regulators  proposal 
for  interest  rate  risk  will  likely  lead  to  revision  of  call  reports  to  permit  the 
agencies  to  collect  the  information  necessary  to  monitor  the  level  of  interest  rate 
risk  and  assess  the  need  for  additional  capi^  at  banks  that  may  have  significant 
exposures  to  interest  rate  risk.  The  proposed  interest  rate  schedule  would  also 
require  additional  reponing  of  off-balance  sheet  positions. 


ACCOUNTING 


Different  examination  and  regulatory  treatment  is  accorded  to  institutions  which 
can  clearlv  demonstrate  the  use  of  derivatives  is  part  of  a  risk  reduction  strategy, 
and  those' which  are  dealing,  trading  or  otherwise  taking  an  unmatched  position  in 


c-> 


70 


derivatives.   Accounting  and  regulatory  reponing  treatment  is  determined  by  the 
manner  of  use.   Deferral  (hedge)  accounting  is  generally  permitted  in  conduaion 
with  a  risk  reduction  strategy,  but  mark-to-market  or  lower  of  cost  or  market 
accounting  is  required  for  all  other  uses  of  derivatives. 

Well  capitalized  institutions  may  engage  in  derivatives  aaivities  other  than  for 
purposes  of  a  risk  reduaion  strategy.  Institutions  that  are  not  well-capitalized 
may  be  discouraged  based  on  safety  and  soundness  considerations  from  taking 
unmatched  positions. 

FASB  and  others  responsible  for  setting  accounting  standards  should,  as  a  high 
priority,  issue  definitive  guidance  on  reponing  for  financial  instruments,  including 
derivatives. 


MANAGEMENT 


Bank  managers  must  recognize  that  derivatives  activities  require  new  risk 
management  methodologies,  stronger  risk  controls  and  better  management 
systems.   Bank  management  must  continually  review  their  policies,  procedures  and 
information  systems  in  order  to  adequately  manage  and  control  these  constantly 
changing  risks. 

The  banking  agencies  may  determine  that  engaging  in  derivatives  activities  is  an 
"unsafe  or  unsound"  banking  praaice  by  an  insured  institution  if  management 
does  not  exhibit  the  proper  technical  knowledge  of  these  instruments. 

Senior  management  must  have  expertise  sufficient  to  evaluate  the  effectiveness  of 
risk  control  arrangements.   The  inherent  complexity  of  many  derivative 
instruments  is  such  that  derivatives  may  be  oiily  fully  understood  by  a  limited 
number  of  people  in  any  single  institution.  Therefore,  financial  institutions  must 
be  careful  to  design  control  systems  that  ensure  sufficient  checks  and  balances  are 
in  place  and  that  the  risks  presented  by  the  concentration  of  technical  knowledge 
and  expertise  are  adequately  managed. 

Management  and  the  Board  of  Direaors  are  responsible  for  ensuring  that  internal 
control  systems  provide  reasonable  assurance  that  errors  and  omissions  are 
prevented  or  revealed  before  major  problems  develop. 

The  stria  segregation  and  independence  of  the  management,  policy  and  internal 
control  functions  of  a  firm  from  the  trading  and  risk  taking  functions  is  critical. 


GROUP  OF  THIRTY  REPORT 

•         The  regulators  commented  that  the  20  Recommendations  by  the  Group  of  Thirty 
(G-30)  for  industry  practices  should  not  be  mandated  by  regulation.  The  G-30 
recommendations  represent  good  business  principles,  but  in  many  cases  are  too 
subjective  for  effective  implementation.   In  addition,  not  all  of  the  G-30 
reconmiendations  could  be  appropriate  for  all  market  participants.  The  lack  of 
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specificity'  in  the  G-30  Study  may  actually  hinder  effective  supervision  by 
encouraging  adoption  by  the  industry  of  minimal  standards. 

Regulators  believed  that  two  of  the  G-30  recommendations  may  contradict 
current  regulatory  practice.   These  are:  (1)  The  G-30  recommendation  concerning 
quantification  of  market  nsk  using  probability  analysis  would  contravene  current 
regulatory  policy  if  it  is  intended  to  replace  current  regulatory  capital  standards 
related  to  "add-ons":  and  (2)  the  G-30  recommendation  encouragmg  unlimited  two 
way  payments  as  pan  of  a  broader  use  of  bilateral  netting. 

The  regulators  generally  appear  to  agree  with  the  G-30  recommendation  for 
greater  harmoruzation  of  accounting  standards. 


CREDIT  RISK 


In  assessing  credit  risk,  an  institution  should  conduct  an  independent  credit 
analysis.   This  independent  analysis  should  include  an  assessment  of  the  overall 
financial  condition  of  the  counterparty  including  performance  and  resources  of  the 
counterparty  (including  capital)  and  the  institution's  future  earnings  prospects 
given  its  past  performance  and  the  industry  and  markets  in  which  it  operates. 

Credit  risk  for  derivatives  should  not  be  assessed  solely  on  the  basis  of  credit 
ratings.   Credit  ratings  may  be  appropriate  for  purposes  of  the  net  capital  rule 
applied  to  broker-dealers. 


COLLATERAL 


For  OTC  derivatives,  the  use  of  collateral  is  an  effective  means  to  limit  credit 
exposure  and  to  manage  counterparty  credit  risk  more  effectively.   Prudent  use  of 
collateral  may  add  market  stability  by  limiting  credit  exposure.   Use  of  collateral 
does  not  exempt  an  institution  from  normal  credit  analysis. 

Some  market  participants  have  negotiated  contracts  that  require  the  posting  of 
collateral  if  cenain  "triggering  events"  occur.   In  some  cases,  the  triggering  event 
is  based  on  the  size  of  exposure  using  market  values:  in  other  cases  it  may  be 
based  on  the  creditworthiness  of  the  counterparty.   Excessive  reliance  on  such 
collateral  triggers,  particularly  those  based  on  creditwonhiness  may  be  imprudent. 
In  particular,  such  collateral  arrangements  could  place  substantial  liquidity 
pressures  on  a  counterparty  just  when  its  creditwonhiness  is  weakening  and  its 
access  to  liquidity  is  more  limited. 

Problems  associated  with  collateral  include  tying  up  high  quality,  liquid  assets, 
potentially  leading  to  liquidity  problems.   Determining  and  using  the  appropriate 
level  of  collateral  is  critical  -  too  high  will  keep  people  out,  too  little  defeats 
purpose. 

For  exchange  traded  derivatives,  adequate  margin  requirements  reduces 
speculation,  reduces  the  capital  exposure  of  broker  dealers,  and  protects  against 
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svstemic  risk  in  times  of  market  stress. 


MARKET  RISK 


The  regulators  do  not  believe  that  risk  limits  or  market  limits  should  be 
established  by  regulators.   Risk  limits  may  be  utilized  on  a  case-by-case  basis  for 
troubled  institutions. 

Each  of  the  banking  agencies  recognizes  the  importance  of  stress  testing  on  a 
derivatives  portfolio.  The  simulations  must  be  tailored  to  the  needs  and 
capabilities  of  individual  institutions.   Stress  testing  should  account  for  market, 
credit  and  liquidity  risk.   The  agencies  proposals  for  risk-based  capital  based  on 
interest  rate  risk  require  simulations  for  capital  purposes. 

Because  OTC  derivatives  are  customized  non-standard  products  without  a  clearing 
organization  and  for  which  reference  prices  may  not  exist,  it  may  be  difficult  to 
design  effective  simulations. 


LIQUIDITY  RISK 

•  Securities  finns  and  banks  are  generally  on  an  equal  footing  with  respea  to  the 
Uquidity  necessary  to  condua  derivatives  aaivities. 

•  Every  financial  intermediary,  whether  organized  as  a  bank,  a  securities  firm,  or 
otherwise,  needs  to  carefully  assess  and  plan  to  meet  unusual  liquidity  pressures, 
including  those  that  might  accompany  a  deterioration  of  its  creditworthiness.  In 
this  context,  the  firm  should  realistically  assess  its  ability  to  readily  close  out 
positions  in  OTC  derivatives.  Those  assessments  should  then  be  incorporated  in 
planning  for  the  management  of  Uquidity  needs. 


SYSTEMIC  RISK 

•  The  greater  awareness  and  understanding  of  risk  and  the  enhanced  methods  of 
managing  risks  probably  have  reduced  the  likelihood  of  systemic  problems  and 
will  continue  to  do  so  over  time  as  industry  and  supervisory  practices  advance. 

•  The  complexity  of  derivatives  aaivities  in  conjunaion  with  the  urging  of 
regulators  has  induced  financial  institutions  to  upgrade  significantly  their  risk 
management  capabilities. 

•  Based  on  the  experience  of  the  1987  .Market  Break,  both  portfolio  insurance  and 
OTC  equity  derivatives  pose  unspecified,  but  potentially  large,  selling  pressure 
that  can  have  a  significant  adverse  effect  on  the  markets,  particularly  during  a 
period  of  extraordinary  volatility.  The  market-wide  effects  of  so-called  "dynamic 
hedging"  selling  during  market  declines  suggest  that  regulators  should  take 
prudent  measures  to  study  the  potential  for  similar  selling  by  providers  of  OTC 
equity  derivatives  during  any  future  market  decline. 
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NETTING 


Properly  structured,  legally  enforceable,  netting  arrangements  have  substantial 
benefits  not  only  for  the  panies  to  such  arrangements,  but  to  the  financial  system 
as  a  whole.   Such  benefits  include  a  reduction  in  counterparty  credit  risk,  an 
ability  to  mcrease  profitable  businesses  within  existing  credit  limits,  and  the 
reduction  of  settlement  risk  within  the  financial  system.    Bi-lateral  netting  may 
have  the  effea  of  reducing  capital  requirements  for  derivatives.   Regulators  are 
currently  studying  these  proposals. 


SUITABILITY 


Adequate  suitability  rules  and  customer  proteaions  exist  for  exchange-traded 
derivative  instruments. 

For  OTC  derivauves.  the  most  effeaive  customer  protection  is  adequate 
disclosure  and  enhanced  educauon  of  end-users.   Dealers  marketing  a  derivative 
product  to  an  end-user  should  exercise  caution  in  assessing  the  appropriateness  of 
that  produa  for  the  risk  management  purposes  of  the  end-user. 

The  FDIC  advocates  that  dealers  should  be  required  to  give  certain  enhanced 
disclosures  on  the  risks  of  derivative  instruments  to  end-users.  This  would  protea 
the  end-user  as  well  as  assist  examiners  in  monitoring  the  risks  taken  by  insured 
bank  end-users. 


SEPARATELY  CAPITALIZED  SUBSIDIARIES 

•  The  banking  agencies  generally  do  not  believe  that  derivatives  activiues  should  be 

conduaed  in  a  separately  capitalized  subsidiary.   Well-capitalized  institutions 
would  gain  no  benefit  from  a  subsidiary  and  weaker  institutions  should  not  be 
able  to  dedicate  significant  amounts  of  capital  outside  of  insured  institutions. 


INSOLVENCY 

•         The  agencies  generally  believe  that  significant  benefits  may  accrue  from 

conforming  the  standards  of  the  Bankruptcy  Code,  FDICIA  and  FIRREA  related 
to  the  treatment  of  derivative  instruments. 


CLEARINGHOUSE 

•  The  agencies  do  not  generally  believe  that  the  formation  of  a  clearinghouse  for 

OTC  derivatives  may'be  appropriate  at  this  time.     Clearinghouse  offset  is 
practical  only  with  the  use  of  standardized  contracts  and  consistent  legal  statutes 
for  all  panicipants.   Formation  of  a  clearinghouse  for  OTC  derivatives  may 
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inaease  systemic  risk,  while  losing  cenain  benefits  currently  associated  with 
customized  derivative  products.   While  there  may  be  advantages  in  creating  a 
clearinghouse  system  for  OTC  derivatives,  many  details  would  need  to  be  worked 
out  before  an  effeaive  clearinghouse  offset  mechjuiism  could  be  developed. 


rOMPFNSATION 


Performance  based  compensation  policies  may  provide  incentives  for  improper 
risk  taking.   Compensation  policies  should  take  into  account  risks  and  returns. 
Just  as  traders  are  highly  compensated  for  their  skills,  employees  that  audit, 
control  and  manage  trading  activities  should  be  adequately  compensated  to 
discourage  turnover.   Individuals  charged  with  internal  control  over  traders  must 
be  given  adequate  authority  and  independence. 


SPECULATORS 


Large  and  sophisticated  speculators  can  and  do  signiflcantly  influence  the 
derivatives  and  other  financial  markets,  as  they  are  usually  seeking  to  profit  from 
real  or  perceived  market  pricing  inefficiencies  and  their  actions  often  help  bring 
the  various  markets  into  equilibriimi.   Rules  are  in  place  to  prevent  large-scale 
market  manipulations  by  speculators. 

The  existence  of  individuals,  groups  or  companies  who  take  large,  uimiatched 
positions,  i.e.,  speculators,  is  a  fundamental  pan  of  all  capital  markets  activities 
providing  liquidity,  balance  and  reliable  pricing  to  the  marketplace. 

Regulators  must  take  steps  to  prevent  abuses  by  speculators  and  ensure  that 
speculation  does  not  threaten  the  safety  and  soundness  of  federally  insured 
institutions. 


DEPOSITOR  PREFERENCE 

•  Depositor  preference  will  increase  by  an  undetermined  and  most  probably  varying 

amount,  the  costs  of  panicipating  in  the  derivatives  markets,  both  for  dealer  banks 
and  end-users. 
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SECTION  HI  -  QUESTION-BY-QLTSTION  SUMMARY  OF  AGENCY  RESPONSES 

Question  #1 

To  supplement  the  discussion  on  "Supervision  and  Regulation  of  Derivatives' 
contained  in  Section  III  of  the  January  27.  1993  report  issued  jointly  by  the 
Federal  Reserve,  the  FDIC,  and  the  OCC  entitled  Derivative  Product  Activities 
of  Commercial  Banks  ("Joint  Report"),  please  address  the  following:' 

1  a)      In  general,  please  summarize  and  provide  the  written  policies  and 
procedures  currently  used  by  your  agency  to  regulate  and  monitor 
derivative  activities  of  the  institutions  under  your  supervision.    Also, 
please  provide  a  summary  of  your  regulatory  authority  over  derivative 
transactions.' 


Each  agency  cited  its  statutory  authority  over  derivative  transactions  of  the 
institutions  they  regulate,  and  outlined  its  supervisor)'  policies,  capital  requirements, 
reponing  requirements,  and  examiner  training.    The  agencies  listed  relevant  manuals 
and  supervisory  documents,  and  provided  extensive  Appendices  containing  documents 
and  excerpts  from  relevant  documents. 

Derivative  activities  are  governed  by  multiple  types  and  levels  of  regulation, 
depending  upon  the  products  used,  the  manner  in  which  it  is  used,  and  the  type  of 
entitv  involved. 


Jurisdiction 

The  FED.  OCC,  FDIC,  and  the  OTS  exert  their  traditional  jurisdiction  over 
the  derivative  activities  of  the  institutions  they  regulate.    The  FED  regulates  bank 
holding  companies  and  state  member  banks:  the  OCC  regulates  national  banks:  the 
FDIC  regulates  state  non-member  banks:  and  the  OTS  regulates  thrifts. 

The  SEC  has  authority  over  the  securities  activities  of  broker-dealers,  and  has 
adopted  cenain  risk  assessment  recordkeeping  and  reponing  rules  for  the  affiliates  of 
broker-dealers,  including  non-registered  affiliates  in  which  certain  derivative  activities 


This  quesiion  was  rrwonled  lo  accommodaie  the  unique  nature  oi  each  agency. 

*  Tbc  wnttfii  poJirirt  and  praccdares  requested  tbouki  include  ibcsc  documeau  used  in  U»e  i  iwiiialiiwi  pnxes  to  aaea. 
■fi,r,i|  ot^ci  ■>'"*gT    an  mcDiuDoo's  in/rastrucTurc  for  measuring  and  cooiroUing  mk,  lo  aocs  ao  msutvtioo'f  front-  and  back- 
office  iTi'i'iTtf  fcfanlmg  Ibe  pncmg  aod  vaiuauoo  o(  dcnvatnr  ponfoiiGa.  and  to  requiic  Doubled  iaaitutioos  lo  miBimrTr  itaear 
*"*"*B  ^^  ^'^  iuBit  the  sac  oi  new  off-baiaace  slvct  actjviiy.    Ibe  documents  sbouid  also  indude  tbtsae  wbjct  describe  oprtaJ 
icquueaeais  as  Ulcy  rclale  to  denvauw  actmtjes.    lo  additxxi.  the  documents  sbouU  include  tltose  wtudi  define  lepocusg 
requtTBDenn  regardtag  derrvaave  acuvitiei  in  Call  Reports  and  Y-9C  reports.    The  Joint  Report  oeninaed  Itut  mmmrn  have 
fecemed  coooderabte  tmaing  and  (uKtaacc  aoned  *t  ofT-balaiicc  saect  acimties  aod  have  aiteaded  ipeaal  cuunea  aod  temiaan 
m  Bcuc.    ^4alc^als  ptonded  a«  pan  of  sucb  trauung  would  also  t>c  bclpfuL 
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are  conducted.    In  addiiion.  the  SEC  has  jurisdiction  over  cenain  derivative  products 
which,  in  general,  are  defined  as  securities.    The  SEC  also  regulates  securities 
e.xchanges  on  which  certain  derivative  instruments  trade.    (Other  derivative  products 
and  e.xchanges  on  which  derivative  trade  are  regulated  by  the  CFTC.) 

Under  the  Commodity  Exchange  Act.  the  CFTC  has  jurisdiction  over  the 
futures  and  commodity  options  maricets.    The  CFTC  also  regulates  certain  exchanges 
on  which  derivatives  trade.    The  CEA  specifically  e.xcludes  certain  products  from 
CFTC  jurisdiction,  namely  forward  contracts,  certain  interbank  market  transactions, 
and  cenain  foreign  currency  transactions.    By  the  authority  granted  to  the  CFTC 
under  the  Futures  Trading  Practices  Act  of  1992.''  the  CFTC  has  exempted  certain 
derivative  products  from  most  of  the  provisions  of  the  CE.A  and  the  CFTC's 
regulations,  namely  swaps,  cenain  hybrids,  trade  options,  and  certain  energy  contracts. 

Since  1983.  Section  2(a)(1)(B)  of  the  CEA  and  related  securities  laws  have 
divided  jurisdiction  over  derivative  products  between  the  SEC  and  the  CFTC* 
Pursuant  to  this  Section,  the  SEC  has  jurisdiction  over  securities,  including  options  on 
securities  (including  exempted  securities),  options  on  cenificates  of  deposit,  options  on 
stock  indexes,  and  options  on  foreign  currency  traded  on  a  national  securities 
exchange:  the  CFTC  has  jurisdiction  over  all  futures  contracts,  including  futures 
contracts  on  stock  indices.'  options  on  futures  contracts  and  physical  commodities  and 
foreign  currencies.    There  is  no  trading  in  futures  on  individual  securities.    Cenain 
OTC  derivatives  (derivatives  not  traded  on  exchanges  or  exempted  by  the  CFTC  from 
its  jurisdiction)  are  subject  to  cenain  anti-fraud  and  anti-manipulation  regulations  of 
the  CFTC  and  SEC,  regardless  of  the  panicipant.    Broker-dealers  that  conduct  any 
derivative  activity  involving  securities  are  also  required  to  be  members  of  one  or  more 
self-regulatory  organizations  (SROs). 

Reporting  and  Disclosure 

The  primary  regulatory  financial  statements  for  federally-insured  commercial 
banks  and  savings  banks  are  the  quanerly  Reports  of  Condition  and  Income, 
commonly  referred  to  as  Call  Reports.    Bank  holding  companies  provide  similar  data 
to  the  FED  in  the  quanerly  Y-9C  repon.    FF7EC  035  report  collects  information  on 
foreign  exchange  positions.    The  035  report  is  filed  at  the  end  of  each  month  by 
approximately  125  banks,  bank  holding  companies  and  foreign  bank  branches  in  the 


-■  PL  102-546.  106  Stai.  3580 


The  Johnson-Shad  .Accord  rezarding  this  jurudiciion  wa  caued  into  law  bv  the  Congnu  as  pan  of  both  ihe  Secuniics 
Acts  Amendments  of  1982  and  the  Futures  Trading  Act  of  1982.     See  PL   No   97-303.  96  Stat    1409  (1982)  and  97-U4   96  Stat. 
2294  (1982) 

~  In  pa&sine  the  Johnson-Shad  .Accord  into  law.  Conzress  added  a  orovision  that  provided  the  SEC  with  a  special 
consultative  and  concuirent  roie  in  the  approval  process  concerning  stock  moex  luiures  contracts.     In  particular,  the  SEC  niu.-i 
find  that  the  specific  stock  index  futures  contract  is  cash-settled,  not  readilv  susceptible  to  manioulation.  and  reilects  a  substantial 
segment  of  the  underlying  casn  market      Futures  contracts  on  individual  securities,  other  than  eiiempted  securities,  were 
prohibited- 
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U.S.  with  SI  billion  or  more  in  foreign  exchange  comnriimems.    Both  reports  disclose 
the  notional  values  of  certain  derivative  instruments  and  contam  information  on  the 
replacement  costs  associated  with  derivatives.    Beginning  in  1994,  reports  filed 
pursuant  to  the  mandate  of  Section  112  of  FDICIA  will  provide  additional  insight  into 
the  denvative  activities  of  banks  and  bank  holding  compames.    With  the  new 
Consolidated  Maturity  and  Rate  information  (CMR)  schedule,  the  OTS  collects 
detailed  information  on  derivative  activities  of  thnfts.    The  SEC  requires  registration 
and  collects  information  from  registered  broker-dealers  as  well  as  their  affiliates.    The 
CFTC  imposes  registration  and  reporting  and  recordkeeping  requirements  on 
exchanges  and  on  commodity  professionals. 


Supervision  and  Examination 

The  FED.  OCC.  FDIC  and  OTS  regulate  derivative  activities  through  on-site 
and  off-site  examinations,  capital  requirements  collecting  financial  data,  obtaining 
market  intelligence  and  participating  in  studies.    The  FED  uses  a  system  of 
supervision  and  regulation  letters.    The  OCC  has  issued  various  circulars  which 
provide  guidance  for  examimng  derivative  activities,  including  the  most  recent  Banking 
Circular  277  issued  on  October  27.  1993  dealing  exclusively  with  derivatives.    The 
OTS  has  issued  Thrift  Bulletin  13  and  Thrift  Bulletin  52  which  govern  certain  aspects 
of  derivative  activities. 

The  SEC  summarized  its  rules  regarding  fraud  and  manipulation,  broker-dealer 
regulation,  capital  requirements,  margin  requirements,  regulation  of  fair  and  orderly 
markets,  and  special  customer  protection  rules.    Broker-dealers  effeaing  transactions 
in  securities  that  pose  special  risks  to  investors,  whether  such  securities  are  traded  on 
an  exchange  or  in  the  OTC  market,  are  subject  to  sales  practice  requirements 
intended  to  protect  investors. 

The  CFTC  summarized  its  rules  against  fraud  and  manipulation  and 
noncompetitive  trading  practices.    The  CFTC  imposes  registration  and  reporting  by 
exchanges  and  every  person  that  handles  the  funds  orders  of  customers  or  advises 
customers,  margin  requirements,  capital  requirements,  protection  of  customer  fund 
requirements,  and  annual  certified  audits.    The  CFTC  regulates  the  exchanges,  its 
clearing  facilities,  the  design  of  products  traded,  and  the  persons  soliciting  or  handling 
transactions  for  customers,  such  as  FCMs.    The  CFTC  also  discussed  their  ability  to 
conduct  investigations,  bring  civil  or  administrative  enforcement  actions,  disapprove 
and  alter  exchange  rules,  set  forth  private  rights  of  action,  and  establish  criminal 
sanctions.      The  CFTC  and  the  SROs  impose  exchange  limits  on  the  size  of 
speculative  positions  in  contracts  where  large  speculative  positions  would  raise 
concerns.    Surveillance  systems  of  the  CFTC  and  the  exchanges  monitor  market 
activity. 
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1  b)     The  Joint  Report  mentions  that  reporting  requirements  disclose  the 

notional  values  of  certain  derivatives  only,  and  therefore  do  not  address 
the  institution  s  actual  exposures  which  may  average  approximately  2%- 
8%  of  the  notional  amount.    What  suggestions  do  you  have  for  changing 
the  reporting  requirements  to  reflect  actual  exposures  from  derivative 
activities,  including,  but  not  limited  to.  credit  exposure  and  market 
exposure?    Do  you  feel  any  changes  are  needed?    (FED,  OCC.  FDIC 
and  OTS) 

The  OCC  and  the  FDIC  specifically  addressed  the  need  to  utilize  notional 
amounts  by  stating  that  information  on  notional  amounts  is  useful  and  should  not  be 
eliminated.    The  OCC  stated  that  while  not  intended  to  measure  credit  or  market 
risks,  disclosure  requirements  calling  for  notional  and  par  value  data  provide  useful 
information  regarding  volume,  nature,  and  trends  of  bank  derivative  activities. 
Notional  values  can  be  indicators  of  a  bank's  entrance  into  new  markets  and  the 
expansion  of  lines  of  business.      The  FDIC  also  stated  that  notional  amounts  indicate 
volume  and  industry  trends,  and  afford  a  simpler  basis  for  off-  and  on-site 
examinations.    The  FDIC  funher  stated  that  notional  amounts  do  not  fluctuate  with 
time  as  do  credit  and  market  exposure  amounts,  and  therefore  are  useful  to  estimate 
potential  future  exposure.    The  current  reponing  basis  makes  it  more  difficult, 
according  to  the  FDIC.  for  institutions  to  under-report  their  actual  exposure  by 
manipulating  the  complex  value-calculation  models.    So  long  as  all  participants  in.  and 
regulators  of,  these  markets  understand  that  the  notional  principal  values  to  not 
reflect  actual  credit  or  market  exposure  amounts,  the  current  reporting  approach, 
according  to  the  FDIC,  need  not  be  radically  altered. 

The  OCC  added  that  it  does  not  believe  that  the  current  reponing 
requirements  provide  adequate  "public"  disclosure  of  financial  derivative  exposures, 
and  is  exploring  the  need  for  expanded  disclosures  or  different  disclosures.    The  OCC 
feels  that  as  a  regulator,  it  has  access  to  quality  information. 

The  FED,  the  OCC  and  the  FDIC  issued  a  joint  notice  of  proposed 
rulemaking  on  interest  rate  risk  (IRR)  exposures.    The  IRR  exposures  would  be 
disclosed  and  evaluated  under  proposed  revisions  to  risk-based  capital  standards  in 
response  to  Section  305  of  FDICIA.    The  comments  were  due  October  29,  1993.    The 
implementation  framework  of  the  new  audited  annual  reports  required  by  Section  112 
of  FDICIA  will  also  enhance  available  data  on  derivative  activities.    As  part  of  these 
audited  financial  statements,  banks  and  bank  holding  companies  will  be  required  to 
disclose  additional  information  on  their  off-balance  sheet  financial  instruments  that 
have  a  risk  of  accounting  loss.    The  information  to  be  disclosed  incudes: 

•  The  face,  contract,  or  notional  principal  amount; 

•  The  nature  and  terms  of  the  instruments  along  with  a  discussion  of  their 
credit  and  market  risk,  cash  requirements,  and  related  accounting 
policies: 
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•  The  accounting  loss  the  entirv-  would  incur  if  any  pany  to  the  financial 
instrument  defaults  and  the  collateral  or  other  secunty.  if  any.  for  the 
amount  due  proved  to  be  of  no  value  to  the  entity:  and 

•  The  entity's  policy  for  requiring  collateral  or  other  security  on  financial 
instruments  it  accepts  and  a  description  of  collateral  on  instruments 
presently  held. 

In  additioa  banking  organizations  will  disclose  information  about  significant 
concentrations  of  credit  risk  from  individual  counterparties  or  groups  of  counterparties 
for  all  financial  instruments,  including  derivatives.    Banking  organizations  will  also  be 
required  to  disclose  the  fair  value  of  financial  instruments,  including  derivatives,  for 
which  it  IS  practicable  to  estimate  fair  value.    When  estimating  fair  value  is  not 
practicable,  then  the  banks  must  disclose  descriptive  information  pertinent  to 
estimating  the  value  of  these  instruments.    Section  112  gives  the  banking  agencies 
additional  authority  to  require  supplemental  disclosures  in  the  armual  reports. 

The  Basle  Committee,  which  includes  supervisory  authorities  from  12  major 
industrial  countries,  issued  for  comment  in  .April  1993  revised  capital  requirements  to 
include  market  risk  in  banks'  trading  portfolios  and  foreign  exchange  activities,  and 
legally  enforceable  netting  contracts  to  account  for  credit  risk.    The  Basle  also  issued 
for  comment  inaeased  disclosure  requirements  for  interest  rate  risk.    The  comment 
period  closes  December  31,  1993. 

The  FT!D  noted  that  because  much  of  the  derivative  activity  is  conducted 
among  a  relatively  small  number  of  institutions,  care  is  being  taken  to  ensure  that  any 
reponing  changes  are  appropriately  targeted  and  do  not  cause  undue  reporting 
burdens  on  the  vast  majority  of  banking  institutions  that  make  little  or  no  use  of 
derivative  instruments.    For  example,  the  proposal  for  Section  305  exempts  institutions 
with  little  derivative  activity  from  the  reporting  requirements. 

The  FED  stated  that  incremental  information  that  would  differentiate 
derivatives  used  for  hedging  purposes  from  other  derivatives  and  that  would  identify 
the  related  impact  of  each  category  on  bank  earnings  and  balance  sheets  as  well  as 
any  deferred  hedging  losses  or  gains  could  also  be  useful.    The  FED  is  currently 
considering  initiatives  along  these  lines. 

The  OTS  stated  that  in  contrast  to  the  banking  agencies,  the  OTS  collects 
information  on  all  major  types  of  off-balance-sheet  instruments.    Information  is 
collected  for  each  type  of  instrument,  including  a  code  to  identify'  the  type  of  contract, 
its  notional  amount,  the  time  to  maturity  or  expiration,  and  relevant  interest  rates  and 
margins.    Using  this  information.  OTS  estimates  the  current  value  of  277  different 
types  of  instruments  and  their  contribution  to  risk  or  risk  reduction  in  each  of  9 
separate  interest  rate  scenarios  on  a  quarterly  basis.    The  OTS  believes  that  its 
current  reporting  requirements  provide  sufficient  information  about  the  derivative 
activities  of  savings  associations  and  therefore  it  has  no  plans  to  change  reporting 
requirements  for  derivatives. 
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1  c)      The  Joint  Report  states  that  '...  some  reporting  changes  are  under 
consideration.    In  particular,  agency  stafT  is  reviewing  the  extent  to 
which  bilateral  netting  arrangements  should  be  reflected  in  the  reporting 
of  replacement  cost  exposures.    In  addition,  current  efTorts  on  interest 
rate  risk  in  response  to  Section  305  of  FDICIA  will  require  increased 
disclosure  of  derivative  exposures,  and  Section  308  requires  banks  to 
establish  standards  to  evaluate  their  exposures  to  weak  institutions, 
including  those  arising  from  derivative  products." 

Please  provide  a  detailed  update  on  these  and  other  reporting  changes 
currentiv  under  consideration  bv  your  agency.  (FED,  OCC,  FDIC  and 
OTS) 


The  growing  complexity  of  the  derivative  markets  have  caused  regulators  to  re- 
examine their  informational  needs.    In  particular,  breaking  down  sources  of  income 
for  banks  and  securities  firms  and  matching  income  sources  with  different  activities 
and  financial  instruments  is  a  high  priority  for  regulators.    There  are  initiatives 
currently  in  place  to  require  determination  of  and  reponing  of  revenue  for  financial 
entities  according  to  the  precise  source  of  such  revenue.    A  number  of  enhancements 
and  initiatives  are  being  considered,  as  follows. 

Basle  Committee 

In  April  1993,  the  Basle  Committee  on  Banking  Supervision  issued  for  public 
comment  a  consultative  proposal  on  netting  with  a  consultation  period  extending  to 
December  31.  1993.    The  netting  proposal  would  expand,  under  defined  conditions, 
the  terms  of  the  1988  Basle  Capital  Accord  by  allowing  the  use  of  bilateral  netting  in 
the  determination  of  the  capital  requirements  for  foreign  exchange  and  interest  rate 
contracts.    If  adopted  in  the  U.S.,  the  proposal  would  allow  domestic  banking 
institutions  to  benefit  from  U.S.  law,  which  appears  to  provide  sufficient  cenamty 
regarding  the  enforceability  of  netting  arrangements,  and  to  repon  exposures  on  a  net 
basis,  thereby  lowering,  when  appropriate,  their  capital  requirements.    To 
accommodate  this  proposed  change,  the  U.S.  banking  agencies  expect  to  issue  a 
formal  Notice  of  Proposed  Rulemaking  on  bilateral  netting.    Specific  reporting 
changes  recognizing  netting  will  be  considered  once  the  comment  period  has  ended 
and  the  rule  is  finahzed. 

Section  305  of  FDICIA 

On  September  14,  1993.  the  federal  banking  agencies  issued  for  public 
comment  a  Notice  of  Proposed  Rulemaking  on  interest  rate  risk  in  response  to 
Section  305  of  FDICIA.*    The  agencies  are  proposing  that  an  interest  rate  risk 
schedule  be  incorporated  into  the  current  Call  Reports.    The  proposal  envisions  that 


See  58  Federal  Register  48206.    The  comment  penod  ended  on  October  29.  1993. 
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there  would  be  revisions  to  the  Call  Report  to  permit  the  Agencies  to  collect  the 
information  necessary  to  monitor  the  level  of  interest  rate  risk  and  assess  the  need  for 
additional  capital  at  banks  that  may  have  significant  exposures  to  interest  rate  risk. 

The  proposed  interest  rate  risk  schedule  would  require  additional  reportmg  of 
off-balance  sheet  positions  which  would  be  distributed  among  seven  ranges  or  time 
banks  and  segregated  into  three  categories.    The  three  categories  would  be:  those 
positions  representing  firm  commitments  (e.g.,  swaps,  futures  and  forward-rate 
agreements):  those  positions  exhibiting  options  characteristics  (e.g..  options,  caps,  floors 
and  swaptions);  and  those  commitments  or  derivative  instruments  whose  value  depends 
on  the  value  of  an  underlying  asset  or  index  with  amonizing  characteristics. 
Specifically,  off-balance  sheet  instruments  would  be  reponed  in  a  marmer  which 
reflects  their  impact  on  the  institution's  overall  interest  rate  risk  ponfolio. 

As  proposed,  institutions  with  a  notional  value  of  off-balance  sheet  interest  rate 
contracts  amounting  to  more  than  10%  of  total  assets  would  be  required  to  report 
additional  data  on  their  derivative  positions  to  enable  supervisory  assessment  of  the 
interest  rate  exposure  of  the  positions  and  their  contribution  to  the  overall  risk  profile 
of  the  institution.    The  proposal  also  offers  institutions  an  alternative  approach  to 
evaluating  their  interest  rate  risk  that  would  allow  such  institutions  to  report  the 
change  in  value  of  their  assets,  liabilities  and  off-balance  sheet  contracts  under  a 
specified  interest  rate  scenario  using  the  institution's  own  internal  models.    Such 
estimates,  including  the  underlying  assumptions  used,  would  be  subject  to  examiner 
review  for  acceptability  prior  to  their  use  for  capital  adequacy  purposes. 

Section  308  of  FDICIA 

Regulation  F,  12  CFR  206,  implements  Section  308  of  FDICIA,  which  required 
the  FED  to  prescribe  standards  to  limit  the  exposure  of  insured  depository  institutions 
to  other  depository  institutions.    The  regulation  consists  of  two  pnmary  parts: 
Prudential  Standards  which  became  effective  on  June  19.  1993,  and  Credit  Exposure 
which  will  be  phased  in  beginning  June  19,  1993.    As  implemented.  Regulation  F 
requires  banks,  savings  associations,  and  branches  of  foreign  banks  with  deposits 
insured  by  the  FDIC  to  develop  and  implement  internal  prudential  policies  and 
procedures  for  evaluating  and  controlling  credit  exposure  to  depository  institutions 
with  which  they  do  business. 

The  Prudential  Standards  requires  banks  to  develop  and  adopt  internal  policies 
and  procedures  to  evaluate  and  control  exposure  to  the  correspondents  banks  with 
which  they  do  business.    The  procedures  must  provide  for  the  consideration  of 
liquidity,  credit,  and  operational  risks. 

The  Credit  Exposure  section  requires  a  bank  to  implement  internal  policies  and 
procedures  that  limit  correspondent's  credit  exposures.    This  exposure  is  limited  to 
25%  or  less  of  the  exposed  banks  capital,  unless  the  bank  can  demonstrate  that  the 
institution  is  at  least  "adequately  capitalized."    June  19.  1994  is  the  date  by  which 
banks  must  begin  to  limit  credit  exposure  to  correspondents  which  are  not  at  least 
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adequately  capiialized.    Initially,  the  limit  will  be  set  at  509"^  of  the  exposed  banks 
capital.    On  June  19.  1995.  this  limit  declines  to  25%. 

FFIEC  Proposal  on  Implementing  Section  121  of  FDICIA 

Seaion  121  of  FDICIA  requires  that  the  federal  banking  and  thrift  agencies 
develop  supplemental  standards  for  disclosure  of  the  fair  market  values  of  assets  and 
liabilities  of  insured  depository  institutions.    In  April  1993.  the  agencies  issued  a 
proposal  that  would  require  institutions  with  total  assets  of  S500  million  or  more  to 
disclose  the  fair  values  (i.e..  estimated  market  values)  of  their  assets,  liabilities,  and 
off-balance  sheet  financial  instruments  in  their  audited  annual  reports.    The  FFIEC 
also  released  a  proposal  requesting  comment  on  the  feasibility  of  providing  fair-value 
disclosures  in  bank  Call  Reports,  perhaps  using  a  condensed  format.    The  agencies 
are  currently  reviewing  the  comments  that  the  FFIEC  received  on  this  proposal. 

Financial  Accounting  Standards  Board  Interpretation  No.  39 

The  federal  banking  agencies  are  considering  adopting  FASB  Interpretation  No. 
39.  Offsetting  of  .^mounts  Related  to  Certain  Contracts,  solely  for  balance  sheet  items 
arising  from  off-balance  sheet  derivative  instruments.    Adoption  of  FASB  No.  39. 
which  takes  effect  for  financial  statements  issued  for  periods  beginning  after 
December  15,  1993.  would  improve  the  reporting  of  certain  credit  exposures  arising 
from  derivatives  in  bank  Call  Reports  by  clarifying  the  potential  for  inappropriate 
accounting  netting  practices.    In  addition.  FASB  No.  39  would  permit  entities  to  offset 
fair  value  amounts  recognized  for  derivative  contracts  executed  with  the  same 
counterparty  under  a  master  netting  arrangement.    If  approved,  the  reporting  guidance 
consistent  with  FASB  No.  39  would  become  effective  beginning  with  1994  Call 
Reports.    The  current  Call  Report  instructions  generally  prohibit  banks  from  offsetting 
or  otherwise  netting  any  assets  and  liabilities  when  preparing  the  repon. 

OTS 

Early  in  1993.  the  OTS  completed  extensive  revision  of  Schedule  CMR 
(Consolidated  Maturity  and  Rate  iiiformation)  of  the  quanerly  Thrift  Financial 
Report.    Schedule  CMR  was  revised  to  collea  more  detJiiled  information  on 
derivatives.    There  are  no  plans  by  the  OTS  to  change  reporting  requirements  at  this 
time. 

occ 

The  OCC  is  considering  the  regulatory  accounting  treatment  of  various  financial 
derivative  instruments.    The  OCC  is  concerned  that  definitive  accounting  standards  tor 
many  derivatives  have  not  been  issued  by  FASB.    Due  to  the  lack  of  accounting 
standards  in  this  area,  derivatives  (especially  swaps)  are  not  consistently  accounted  for 
from  one  institution  to  the  next. 
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Id)       Please  discuss  issues  regarding  payment,  clearing,  and  settlement  being 
considered  by  the  Payment  and  Settlement  Committee  organized  by  the 
Federal  Reserve  Bank  of  New  York,  and  issues  being  considered  the 
Committee  formed  by  the  Board  of  the  Governors  of  the  Federal  Reserve 
and  the  New  York  Federal  Reserve  Bank  mentioned  in  the  Joint  Report. 
(FED) 

The  FED  stated  that  the  integnty  and  reliability  of  the  payment  system  is  a 
key  concern  for  the  FED.  and  the  denvative-related  payments  activity  is  one  of  a 
number  of  factors  influencing  the  day-to-day  functioning  of  the  payment  system.    In 
some  instances,  derivatives  can  directly  involve  sizable  payment-related  activity,  such 
as  deliveries  of  currencies  under  forward  foreign  exchange  contracts.    In  other 
instances,  the  direct  payment-related  activity  arising  from  derivative  contracts  may  be 
more  modest,  such  as  settlements  for  contracts  calling  for  a  single  payment  based  on 
the  difference  between  two  interest  rates.    Indirectly,  derivatives  may  be  associated 
with  sizable  payment  activity  such  as  through  the  clearing  and  settlement  of  securities 
that  hedge,  or  are  hedged  by,  positions  in  derivatives. 

To  organize  its  review  of  payment  system  policy  issues,  the  FED  set  up  an 
internal  committee  known  as  the  Pavment  Svstem  Policv  Advisory  Committee 
(PSPAC)  in  1986.    Until  recently,  the  Federal  Reserve  Bank  of  New  York  had 
focused  on  payments  system  issues  through  tits  Payments  System  Policy  Committee. 
In  September  1993,  the  Federal  Reserve  Bank  of  New  York  established  a  new 
miemal  committee  structure  and  payments  issues  will  be  examined  by  the  Bank 
Supervision  Committee  and  the  Banking  Services  Committee. 

These  committees  have  not  focussed  narrowly  on  derivatives,  although  topics 
dealing  with  or  closely  related  to  derivatives  would  include,  for  example,  the 
implementation  of  the  netting  provisions  in  FDICIA,  private  sector  effons  to  develop 
clearing  houses,  and  other  efforts  to  deal  with  cross-border  and  multi-currency 
payment  risk.    The  Federal  Reserve  also  has  been  involved  with  a  third  group,  the 
Payment  and  Settlement  Committee  (PSC),  which  was  comprised  of  individuals  from 
the  private  sector.    In  the  future,  the  Federal  Reserve  Bank  of  New  York  may  consult 
with  the  PSC  members  from  time  to  time  on  payment  issues. 

In  addition  to  these  committees,  the  FED  formed  in  1992  the  Committee  on 
Derivative  Instruments  (CDI).  which  consists  of  three  Governors.    The  scope  of  CDI 
includes  the  use  of  derivative  instruments  in  both  the  financial  and  nonfinancial 
business  sectors  of  the  national  and  international  economies.    The  CDI  serves  as  a 
focal  point  for  staff  effons  related  to  derivative  instruments  in  the  areas  of  banking 
supervision  and  regulation,  market  regulation,  macro-prudential  policy,  monetary 
policy,  and,  in  conjunction  with  the  Board's  Payments  System  Policy  Advisory 
Committee,  payment  system  policy. 
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Question  #2 


Please  discuss  in  detail  capital  requirements,  both  current  and  proposed,  as 
they  relate  to  derivative  activities  of  institutions  regulated  by  your  agency.      Do 
vou  feel  the  current  capita!  standards  are  adequate? 


Sufficiency  of  Capital  Standards  and  Margin  Requirements 

The  OCC  stated  that  it  has  some  concerns  that  capital  standards  for  derivatives 
may  not  adequately  reflect  risk.    While  the  standards  reflea  credit  risk,  the  OCC 
stated  that  the  capital  standards  do  not  explicitly  consider  market  risk,  and  that  as 
new  products  or  activities  emerge  in  the  derivative  markets,  the  risk-based  capital 
standards  may  need  revision.    Given  the  truly  global  nature  of  derivative  markets,  the 
OCC  strongly  believes  that  equivalent  capital  regulations  among  banking  agencies  and 
countries  is  desirable  to  prevent  competitive  inequalities  and  to  ensure  prudential 
banking  standards  in  all  major  markets.    The  OCC  believes  that  the  initiatives  being 
considered  by  the  banking  agencies,  including  those  proposed  by  the  Basle  Committee, 
if  implemented,  will  enhance  regulatory  capital  standards  for,  and  supervision  of, 
financial  derivative  aaivities.    The  FDIC  stated  that  current  capital  standards  need 
some  refining  and  improvement.    The  OTS  stated  that  although  funher  improvements 
to  the  risk-based  capital  regulations  can  be  made,  its  new  revised  risk-based  capital 
rule  which  takes  into  account  interest  rate  risk  achieves  the  objective  of  relating  the 
capital  requirements  of  institutions  more  closely  to  their  risk  exposures. 

Although  the  SECs  current  net  capital  rule  contains  treatment  for  derivative 
products  transactions,  much  of  the  rule's  current  structure  was  developed  prior  to  the 
recent  growth  and  development  of  the  OTC  derivative  markets.    The  SEC  has  been 
informed  by  cenain  broker-dealers  that  the  capital  requirements  necessary  to  conduct 
OTC  derivative  aaivities  in  registered  versus  unregistered  broker-dealers  is  one  factor 
that  has  encouraged  certain  derivative  activities  to  be  conducted  in  unregistered 
affihates.    The  SEC,  therefore,  is  considering  different  approaches  to  the  treatment  of 
derivative  products  under  the  net  capital  rule  in  order  to  evaluate  whether  the  net 
capital  rule  should  be  modified  in  light  of  developments  in  the  derivative  markets, 
generally,  and  the  OTC  market  in  particular. 

The  CFTC  was  asked ^to  comment  of  the  sufficiency  of  capital  requirements  set 
by  other  regulatory  agencies.'    The  CFTC  stated  that  currently,  the  capital  charge  for 
unsecured  credit  risk  is  100%  and  this  renders  most  OTC  derivative  aaivities  within 
the  regulated  entity  prohibitively  costly.    The  CFTC  utilizes  relative  aspects  of  the 
SEC  capital  requirements.    Like  the  SEC.  the  CFTC  is  exploring  whether  changes 
should  be  made  in  its  minimum  capital  requirements  or  separate  requirements  should 
be  adopted  to  accommodate  certain  types  of  OTC  activity  without  harm  to  the 


The  Queuion  wu:  la  -**-'^~-.  pteace  ""—-'—  oo  the  tufTicieaqr  of  apual  reqioRmeats.  both  enrreai  and  pcopcaed.  let 
bjr  otber  iT|iiliinrj  -|r~-'  m  Itaey  retaic  lo  (termow  aamua  id  inBimtinnt.    Do  you  feci  the  oureu  opual  cuadanit  are 
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prudential  protections  in  place. 

The  CFTC  was  also  asked  to  comment  on  the  sufficiency  of  margin 
requirements  related  to  exchange-traded  derivatives.*    The  CFTC  stated  that  with 
respect  to  the  sufficiency  of  such  requirements,  the  statutory  authority  delegated  to  the 
CFTC  by  the  FED  provides  that  the  CFTC  may  request  or  direct  margin  levels 
"appropnate  to  preserve  the  financial  integriry  of  the  contract  market  to  its  clearing 
house  or  to  prevent  systemic  risk."    In  delegating  this  review  authority  to  the  CFTC. 
the  FED  observed  that  stock  index  futures  and  margin  levels  should  be  reviewed  in 
the  context  of  other  safeguards,  such  as  frequent  marking-to-market  of  positions, 
standby  liquidity  arrangements,  panicipant  audits,  market  surveillance,  and  active  risk 
management.    The  CFTCs  margin  review  standard  adheres  to  the  principles  espoused 
in  a  repon  issued  by  the  Presidential  Working  Group  on  Financial  Markets  in  1988. 
The  Working  Group  is  comprised  of  the  chairmen  of  the  FED.  SEC,  CFTC.  and  the 
Secretary  of  the  Treasury. 


Capital  Standards  for  Banks  and  Thrifts 

Current  Capital  Standards 

Current  capital  requirements  for  derivative  activities  of  banks  and  thrifts  are 
governed  by  the  standards  of  the  Basle  Accord  that  were  agreed  to  in  1988.    These 
risk-based  capital  standards  have  been  adopted  by  the  regulatory  agencies  and  applied 
to:  bank  holding  companies  and  state  member  banks  regulated  by  the  FED;  national 
banks  regulated  by  the  OCC;  state  non-member  banks  regulated  by  the  FDIC;  and 
thrifts  regulated  by  the  OTS. 

The  existing  capital  adequacy  standards  address  the  credit  risk  associated  with 
an  institution's  on-  and  off-balance  sheet  activities,  including  those  relating  to 
derivative  instruments.    The  risk-based  capital  (RBC)  guidelines  include  an  explicit 
capital  charge  for  the  credit  risk  exposure  of  OTC  derivative  products,  which  are  off- 
balance  activities.    Foreign  exchange  rate  and  commodity  contraas  with  an  original 
maturity  of  14  calendar  days  or  less  and  interest  rate,  foreign  exchange  rate, 
commodity  contracts  traded  on  exchanges  that  require  daily  payment  of  variation 
margin  are  not  covered  by  the  risk-based  capital  guidelines. 

For  capital  purposes,  off-balance  sheet  derivatives  are  divided  into  two  broad 
categories:  interest  rate  contracts  and  exchange  rate  contracts.    The  instruments 
included  under  each  category  include: 

Interest  rate  contracts 

•  single  currency  interest  rate  swaps 


The  Quesiion  wm:  Pleae  dacoB  u  detail  mupn  reqiuicmeau.  both  cuncni  and  proposed,  at  ibey  iclue  lo  denvabve 
aoivitiei  regulated  by  jout  agency.    Alco,  pteise  ooauDcai  oo  the  ufTiaeacy  ot  ludi  cequireineaix. 
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•  basis  swaps 

•  forward  rate  agreements 

•  purchased  interest  rate  options  (including  caps,  floors,  and  collars) 

•  and  other  instruments  that  give  rise  to  similar  credit  risk. 

Exchange  rate  contracts 

•  cross-currency  interest  rate  swaps 

•  forward  foreign  exchange  contracts 

•  purchased  currency  options 

•  and  other  instruments  that  give  rise  to  similar  credit  risk. 

•  equity-based  and  commodity-linked  swaps  are  also  treated  as 
exchange  rate  contracts. 


The  capital  charge  for  these  derivative  instruments  is  determined  by  a  two-step 
process: 

(1)  the  calculation  of  the  "credit  risk  equivalent"  (CRE)  amount  of  the  contract; 

CRE  =  Present  Credit  Exposure  +  Potential  Future  Credit  Exposure, 
where: 

Present  Credit  Exposure  (Replacement  Cost)  is  the  mark-to  market 
amount  it  would  cost  the  institution  to  replace  the  contract  if  a 
counterparty  defaulted,  with  negative  values  equal  to  zero.    The  mark- 
to-market  exposure  is  the  present  value  of  the  net  cash  flows  owed  to 
the  institution  by  the  counterparty;  and 

Potential  Future  Credit  Exposure  is  calculated  by  multiplying  the 
notional  amount  of  the  contract  by  a  Credit  Conversion  Factor.    The 
potential  risk  add-on  is  an  additional  buffer  to  account  for  a  possible 
increase  in  the  current  exposure.    It  provides  an  additional  cushion  in 
case,  over  the  remaining  life  of  the  contract,  interest  rates,  or  exchange 
rates,  or  the  relevant  price  index  moves  funher  in  a  direction  that 
increases  the  current  value  of  the  contract,  and  hence  the  institutions's 
counterparty  credit  exposure. 

The  Credit  Conversion  Factor  is  determined  by  the  following 
chan: 


Remaining 

Interest  Rate 

Foreign  Exch.  Rate 

Maturitv 

Cpntracts 

Contracts 

1  vear  or  less 

0.0% 

1.0% 

More  than  1  vear 

0.5% 

5.0% 

(2)  the  assignment  of  the  CRE  amount  to  the  proper  risk-weighting  category, 
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up  to  50%,  based  on  the  identity  ot  the  counterparty  to  the  contract  or  the 
nature  of  the  collateral.    For  example,  transactions  with  banks  would  be 
assigned  a  20%  weight,  while  those  with  nonfinancial  corporate  businesses 
would  be  weighted  at  50%.    The  risk-weighted  amount  is  then  subject  to  the 
8%  risk-based  capital  requirement.    Institutions  must  maintain  a  minimum 
capital  ratio  of  8%  against  on-balance  sheet  assets  and  the  credit  equivalent 
amount  of  off-balance  sheet  items,  including  derivative  instruments. 

Currently,  the  capital  requirements  take  into  account  only  credit  risk  associated 
with  derivatives,  not  interest  rate  risk  or  other  market  risks. 

The  OTS  recently  revised  its  risk-based  capital  rule  to  take  account  of  interest 
rate  risk,  including  the  interest  rate  risk  and  risk  reduction  associated  with  financial 
derivatives.    The  new  rule  is  effective  on  January  1,  1994.    Under  the  revised  rule, 
institutions  with  "above  normal"  levels  of  interest  rate  risk  will  be  subject  to  an 
interest  rate  risk  capital  component.    OTS  developed  a  model  to  estimate  the  interest 
rate  risk  exposure  of  savings  associations.    The  results  of  that  model  will  be  used  by 
OTS  to  determine  how  much  capital,  if  any.  an  association  will  be  required  to  hold 
for  interest  rate  risk,  including  interest  rate  risk  associated  with  derivatives. 


Proposed  Capital  Standards 

(1)  OCC.  FDIC.  and  FED  Proposal  for  Interest  Rate  Risk:  Information  related 
to  interest  rate  risk  (IRR)  exposures  of  derivatives  will  be  disclosed  and  evaluated 
under  proposed  revisions  to  risk-based  capital  standards  in  response  to  Section  305  of 
FDICIA.    The  revisions  propose  new  disclosure  requirements  as  well  as  capital 
standards. 

The  OCC.  FDIC,  and  the  FED  ("the  banking  agencies")  are  working  together 
on  these  proposed  revisions.    The  banking  agencies'  joint  notice  of  proposed 
rulemaking  on  IRR  was  published  in  the  Federal  Register  (58  FR  48206)  for 
comment  on  September  14,  1993.    The  comment  period  ends  on  October  29.  1993. 
After  the  comment  period,  the  banking  agencies  will  issue  the  final  rule.    The 
banking  agencies  have  proposed  implementing  the  reporting  requirements  for  IRR 
contained  in  the  rule  effective  with  the  March  31.  1994  Call  Repons,  and  making  the 
revised  capital  requirements  for  IRR  contained  in  the  rule  effective  on  December  31. 
1994. 

Section  305  of  FDICIA  requires  each  banking  agency  to  revise  its  risk-based 
capital  standards  to  ensure  that  those  standards  take  adequate  account  of  IRR.    The 
proposed  rulemaking  would  establish  procedures  for  measuring  banks'  IRR  exposures 
and  determining  the  amount  of  capital  that  may  be  needed.    Interest  rate  risk  would 
be  measured  as  the  change  in  the  net  economic  value  of  a  bank  for  a  specified 
change  in  interest  rates. 

A  bank's  exposure  to  IRR  would  be  measured  either  by  the  banks  internal  risk 
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measurement  system,  if  approved  as  adequate  by  the  regulators  in  the  examination 
process,  or  by  a  basic  supervisory  model.    The  methodology  used  in  the  supervisory 
model  is  similar  to  the  methodology  proposed  by  the  Basle  Committee  to  measure  the 
general  market  risk  in  trading  portfolios. 

The  proposed  rulemaking  solicits  comment  on  two  alternative  methods  for 
determining  the  amount  of  capital  a  bank  may  need  to  account  for  IRR.    One 
method  ("Minimum  Capital  Standard"  approach)  would  impose  an  explicit  minimum 
capital  charge  based  on  the  amount  of  measured  IRR  exposure  in  excess  of  a 
supervisory  threshold.    The  other  method  ("Risk  Assessment"  approach)  would  not 
introduce  an  explicit  minimum  capital  charge  into  the  risk-based  capital  standard,  but 
rather  would  assess  the  need  for  capital  on  a  case-by-case  basis,  considering  both  the 
level  of  measured  exposure  and  qualitative  factors.    These  factors  would  include  a 
bank's  IRR  management,  internal  controls,  and  the  overall  financial  condition  of  the 
bank,  including  its  earnings  capacity,  capital  base,  and  the  level  of  other  risks  which 
may  impair  future  earnings  or  capital. 

Institutions  with  little  derivative  activity  and  that  otherwise  appear  to  have  little 
interest  rate  risk  would  be  exempt  from  any  additional  reporting.    Those  with  a 
notional  value  of  derivative  contracts  in  excess  of  10%  of  assets  would  be  required  to 
report  expanded  data  on  their  derivative  positions  to  enable  supervisory  assessment  of 
the  interest  rate  risk  exposure  of  the  positions  and  their  contribution  to  the  overall 
risk  profile  of  the  institutions. 

(2)  OCC  Proposed  Rule  on  Collateralized  Transactions:    The  OCC  published  a 
Notice  of  Proposed  Rulemaking  on  Collateralized  Transactions  which  would  amend 
the  risk-based  capital  guidelines  to  lower  the  risk  weight  from  20%  to  0%  for 
panicular  transactions  that  are  collateralized  by  cash  or  government  securities.    This 
risk-based  treatment  would  more  accurately  reflect,  according  to  the  OCC.  the 
minimal  operational  risk  and  the  near  absence  of  credit  risk  for  certain  transactions. 
Although  not  specifically  listed  as  a  type  of  transaction  covered  by  the  proposed  rule, 
the  OCC  requested  comment  upon,  and  is  considering  including,  collateralized 
financial  derivatives  counterparty  exposures  among  the  transactions  that  could  receive 
a  0%  risk  weight.    The  OCC  anticipates  working  with  the  FED  and  the  FDIC  to 
ensure  a  uniform  application  of  collateralized  transactions  rules. 

(3)  Basle  Committee  Proposals:    When  the  Basle  Accord  was  reached  in  1988. 
authorities  recognized  its  limitations,  including  the  need  to  develop  capital  standards 
for  market  risks  such  as  interest  rate  and  foreign  exchange  risks.    In  April  1993,  the 
Basle  Supervisory  Committee  issued  a  series  of  comment  papers  that  propose  capital 
standards  for: 

»■  Market  risk,  including  foreign  exchange  risk;  and 
»•  Netting  as  applies  to  credit  risk. 

The  papers  propose  capital  standards  for  the  market  risks  arising  from  an 
institution's  traded  debt  and  equity  securities,  and  from  their  overall  foreign  exchange 
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exposures,  including  any  derivatives  that  are  part  ot  an  institution's  trading  book.    The 
initial  consultative  period  for  these  papers  closes  on  December  31,  1993.    These 
efforts,  if  adopted,  will  likely  result  in  increased  reponing  disclosures  for  the  market 
risks  associated  with  derivative  activities  in  trading  ponfoiios  and  foreign  exchange 
contracts. 

Concurrently,  the  Basle  Supervisory  Committee  issued  a  proposal  that  would 
amend  the  1988  Basle  Accord  to  recognize  certain  legally  binding  netting 
arrangements  between  counterpanies  (bilateral  netting)  on  derivative  products. 

On  April  30.  1993  the  FED  issued  for  comment  the  Basle  Proposals  regarding 
netting,  market  risk,  and  interest  rate  risk  (the  interest  rate  risk  proposal  does  not 
include  an  explicit  capital  charge  at  this  time).    The  OCC  anticipates  issuing  a  notice 
of  proposed  rulemaking  by  the  end  of  1993  to  solicit  public  comment  on  the  issue  of 
whether  the  risk-based  capital  guidelines  should  be  amended  to  recognize  bilateral 
netting  arrangements. 

The  Basle  Committee  Sub-Group  on  Off-Balance  sheet  activities  is  also 
reviewing  the  current  risk-based  treatment  of  derivatives  for  counterparty  risk.    This 
review  could  lead  to  recommended  changes  in  the  factors  used  to  estimate  "potential 
future"  counterparty  risk  for  some  financial  derivatives.    This  work  is  still  under 
discussion  by  the  Basle  Committee's  sub-group  and  no  formal  proposal  has  yet  been 
made. 


Capital  Standards  for  Broker-Dealers 

Current  and  Proposed  Capital  Standards 

Securities  firms,  or  broker-dealers,  engaged  in  derivative  activities  involving 
securities  are  required  to  be  registered  with  the  SEC  and  are  subject  to  the  SEC 
rules  that  require,  among  other  things,  broker-dealers  to  maintain  certain  specified 
minimum  levels  of  net  capital. 

The  derivative  dealing  aaivities  which  take  place  in  unregistered  (not  registered 
with  the  SEC)  affiliates  of  securities  firms  are  not  subject  to  the  net  capital  rule. 
Those  derivative  activities  interpreted  by  securities  firms  not  to  be  securities  activities 
are  conducted  in  the  unregistered  affiliates.    These  activities  typically  include  most 
swaps,  primarily  interest  rate  and  currency  swaps,  and  cenain  other  OTC  derivative 
instruments.    The  SEC  has  been  informed  by  cenain  broker-dealers  that  the  capital 
requirements  necessary  to  conduct  OTC  derivative  activities  in  registered,  vs. 
unregistered  broker-dealers  is  one  factor  that  has  encouraged  cenain  derivative 
activities  to  be  conducted  in  unregistered  affiliates.    Futures  and  options  on  futures 
are  regulated  by  the  CFTC.  are  not  considered  securities,  and  are  therefore  traded  in 
affiliates  registered  with  the  CFTC.  namely  FCMs. 

All  other  derivative  activities  interpreted  by  securities  firms  to  be  securities 
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activities  must  be  conducted  in  a  registered  broker-dealer  and  are  subject  to  the  net 
capital  rule.    Activities  typically  considered  by  securities  firms  to  be  securities 
activities  include  exchange-traded  options  on  securities,  exchange-traded  options  on 
indices  of  securities,  exchange-traded  options  on  foreign  currency,  and  OTC  equity 
index  options.  \ 

Net  capital  is  defined  as  a  broker-dealer's  net  wonh  computed  in  accordance 
with  GAAP,  plus  satisfactory  subordinated  liabilities,  less  assets  not  readily  convertible 
into  cash  and  most  unsecured  receivables.    The  broker-dealer  then  subtracts 
prescribed  percentages  (or  haircuts')  from  the  market  value  of  its  securities  and 
commodities  positions  to  account  for  market  and  credit  risk.    The  rule  also  requires 
broker-dealers  to  mark  their  securities  and  commodities  positions  to  market  value  on 
a  daily  basis. 

Although  the  current  capital  rule  contains  treatment  for  derivative  products 
transactions,  much  of  the  rule's  current  structure  was  developed  prior  to  the  recent 
growth  and  development  of  the  OTC  derivative  markets.    The  SEC,  therefore,  is 
considering  different  approaches  to  the  treatment  of  derivative  products  under  the  net 
capital  rule  in  order  to  evaluate  whether  the  net  capital  rule  should  be  modified  in 
light  of  developments  in  the  derivative  markets,  generally,  and  the  OTC  market  in 
panicular.    Therefore  the  SEC  issued  for  comment  the  SEC  Net  Capital  Concept 
Release  No.  34-32256  dated  May  4,  1993.    The  comment  period  for  the  Concept 
release  has  been  extended  to  December  17.  1993. 

Three  approaches  are  under  consideration  by  the  SEC.    One  approach  under 
consideration  would  involve  maintaining  the  current  net  capital  rule.    A  second 
approach  would  devise  capital  requirements  that  comprehensively  address  the  credit 
and  market  risks  posed  by  derivative  products  so  that  firms  could  condua  their 
derivative  activities  in  registered  broker-dealers  without  what  they  often  regard  as 
undue  capital  constraints.    A  third  approach,  which  could  be  combined  with  either  of 
the  first  two  approaches  or  implemented  separately,  would  be  to  formulate  separate 
capital  guidelines  that  would  specifically  apply  to  DPCs  that  are  registered  broker- 
dealers. 

The  current  treatment  of  various  derivative  products  under  the  net  capital  rule 
(Rule  15c3-l  of  the  Securities  Exchange  Act  of  1934)  is  summarized  below,  together 
with  alternative  approaches  presented  in  the  Concept  Release.'" 


'  A  "hairuii"  is  a  deduaion  taken  in  i  firm's  capiul  computaiion  in  orter  to  account  of  specific  mki  and  uncenainiies  and 
IS  enumerated  in  reeulatotv  capital  rulet    The  intended  regulaion  result  is  that  a  fimis  capital,  alter  the  deduction  oi  all 
required  haircuts,  will  be  the  amount  of  liquid  capital  a  firms  has.  alter  a  reserve  has  been  set  aside  of  market  contingencies. 

*°  The  Concept  Release  does  not  include  any  analysis  of  the  status  of  panicular  denvittve  contracts  under  the  federal 
secuniies  lawv 
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iummary  of  the  Current  Net  Capital  Rule 
and  the  Proposed  Net  Capital  Rule  Set  Forth  in  the  Concept  Release 


(1)  Markei  Risk 

(a)  Standardized  Options:    The  net  capital  rule  provides  for  two  different 
capital  treatments:    the  first  approach  assumes  that  options  will  be  exercised  or  held 
to  expiration;  the  second  approach  assumes  that  options  will  be  traded.    Both 
approaches  generally  assess  minimum  charges  for  uncovered  option  positions  or 
recognized  option  strategies. 

The  Concept  Release  proposes  adopting  a  theoretical  pricing  model  system 
developed  by  the  Options  Clearing  Corporation  to  determine  haircuts. 

(b)  OTC  Options:    Long  positions  in  OTC  options  generally  are  treated 
conservatively  under  the  net  capital  rule  because  of  the  attendant  credit  risk  and  their 
limited  liquidity.    This  conservative  treatment  requires  broker-dealers  to  deduct  the 
full  time  value  premium  of  OTC  options  from  their  net  worth.    In  addition,  broker- 
dealers  are  required  to  apply  a  haircut  on  the  option's  intrinsic  value.    Moreover,  as  a 
general  rule,  no  preferential  hedging  or  spread  benefits  are  allowed  for  long  OTC 
options. 

The  Concept  Release  requested  comments  on  whether  a  pricing  model  for 
determining  haircuts,  similar  to  that  being  considered  for  standardized  options,  could 
be  used  for  OTC  options. 

(c)  Fumres  Contracts  and  Options  on  Futures  Contraas:    Capital  charges  for 
futures  contracts  and  options  on  futures  contracts  are  based  on  the  margin 
requirements  of  the  applicable  commodity  clearing  organization.    If  these  instruments 
are  hedged  by  securities  products,  capital  charges  generally  are  determined  by  the  net 
capital  rule  and  the  interpretations  thereunder. 

The  Concept  Release  did  not  propose  any  changes. 

(d)  Forward  Contraas:    The  net  capital  rule  assesses  a  capital  charge  on 
forward  contracts  in  currency,  commodities,  and  U.S.  govenunent  securities  equal  to 
the  haircut  applied  to  the  underlying  instrument.    In  addition,  in  order  to  account  for 
the  credit  risk  associated  with  forward  contracts,  the  unrealized  profit  on  a  panicular 
forward  position  is  considered  to  be  an  unsecured  receivable  under  the  net  capital 
rule,  and  therefore  is  subjea  to  a  100%  capital  charge. 

The  Concept  Release  suggests  an  alternative  capital  charge  for  the  market  risk 
related  to  currency  forwards.    The  SEC  feels  that  the  market  risks  related  to  forward 
contracts  for  commodities  and  U.S.  government  securities  are  adequately  addressed 
under  the  existing  net  capital  rule.    The  Securities  Industry  Association  (SIA)  has 
proposed  a  net  capital  treatment  of  currency  forwards  on  which  the  SEC  seeks 

74 


93 


comment  in  its  Concept  Reiease.    The  proposal  tor  market  risk  would  assess  a  capital 
charge  on  the  net  long  or  shon  position  of  all  uncovered  currency  positions.    The 
amount  of  the  capital  charge  would  depend  upon  to  which  of  three  categories  the 
currency  position  was  assigned.    The  proposal  would  apply  one  charge  to  any  long 
currency  position  offset  with  a  short  position  of  any  other  curreno.'.    The  charge  on 
the  matched  position  would  be  equal  to  the  charge  on  the  currency  in  the  category 
with  the  highest  capital  charge  of  the  two  categories  involved. 

The  Concept  Release  also  requested  comniem  on  the  need  to  account  for 
interest  rate  risk  in  currenc\'  forwards  by  an  approach  that  would  result  in  assigning 
currency  forward  positions  to  maturity  bands  and  assessing  a  capital  charge  for 
interest  rate  risk  depending  upon  the  maturity  of  each  specific  contract. 

(e)  Interest  Rate  Swaps:    The  SEC  has  been  told  thai  few  swaps  are  booked  in 
a  registered  broker-dealer  because  of  the  treatment  accorded  to  swap  transactions  by 
the  net  capital  rule.    The  first  component  of  the  capital  treatment  for  interest  rate 
swaps  requires  the  current  value  of  the  next  interest  payment  due  from  the  interest 
rate  swap  to  be  considered  an  unsecured  receivable  and  to  be  deducted  from  net 
wonh  in  arriving  at  net  capital.    The  second  component  of  the  capital  treatment  of 
interest  rate  swaps  requires  a  deduction  or  haircut  on  the  notional  amount  of  the 
swap.    The  amount  of  deduction  depends  on  the  maturity  of  the  swap  and  whether 
the  broker-dealer  has  offset  the  swap.  ;.; 

The  Concept  Release  presented  two  alternative  approaches.    The  first  approach 
would  calculate  exposure  from  a  large  interest  rate  swap  book  into  a  ponfolio  of 
specified  debt  securities  that  are  equivalent,  in  terms  of  interest  rate  sensitivitv'.  to  the 
swap  payment  flows.    These  derived  securities  would  then  be  treated  under  the  net 
capital  rule  in  the  same  way  as  actual  bond  positions  with  the  same  characteristics. 
The  value  of  the  derived  securities  would  be  calculated  in  terms  of  the  zero  coupon 
bond  equivalent.    The  second  approach  is  to  assign  the  notional  amount  of  the  swaps.  ■ 
to  the  mamrity  bands  currently  in  use  for  goverrmtent  securities,  and  apply  a  capital 
charge,  ranging  from  0-6%.  depending  on  maturity.    The  capital  charges  of  long  and 
short  positions  in  swaps  could  be  offset  depending  on  the  relative  maturities  of  the 
two  swaps,  or  could  be  hedged  with  other  debt  instruments. 

(f)  Currency  Swaps:    Under  the  net  capital  rule,  currency  swaps  are  treated  as 
two  currency  forwards,  one  long  and  one  short. 

The  Concept  Release  requested  comment  on  the  application  to  currency  swaps 
of  the  proposed  treatment  of  currency  forwards. 

(g)  Equity  Swaps:    Under  the  net  capital  rule,  broker-dealers  are  required  to 
consider  the  next  net  payment  amount  as  an  unsecured  receivable,  and.  therefore, 
must  deduct  that  amount  from  net  worth  in  arriving  at  net  capital.    In  addition, 
broker-dealers  are  required  to  take  a  deduction  on  the  notional  amount  of  the  equit>' 
swap  equal  to  the  haircut  applicable  to  the  underlying  position. 
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The  Concept  Release  invited  comment  on  alternative  methods  of  determining  a 
capital  charge. 

(2)  Credit  Risk 

Unlike  exchange-traded  derivative  products,  OTC  derivatives  involve  credit  risk. 
The  SEC  did  not  request  comments  on  the  credit  risk  involving  centrally-cleared. 
exchange-traded  transactions.    Instead,  the  SEC  requested  comment  on  the 
appropriate  capital  treatment  to  reflect  the  credit  risk  in  OTC  derivative  products. 
Historically,  unsecured  credit  extensions  have  not  been  a  significant  element  of  a 
broker-dealer's  business  and,  as  a  result,  the  net  capital  rule  treats  very  conservatively 
positions  that  entail  unsecured  credit  risk.    Because  the  unrealized  profit  on  OTC 
derivatives  generally  is  considered  to  be  an  unsecured  receivable,  broker-dealers  are 
required  to  deduct  100%  of  this  amount  from  net  capital.    This  capital  charge  is 
assessed  in  addition  to  any  applicable  capital  charge  for  market  risk. 

The  Concept  Release  issued  for  comment  two  approaches  for  the  determination 
of  capital  charges  on  the  credit  risk  of  derivative  products.    The  first  is  an  SIA 
approach"  which  recommends  assessing  a  credit  risk  capital  charge  for  OTC 
derivatives  consisting  of  two  distinct  charges. 

The  first  charge  would  be  a  basic  credit  charge.    The  basic  charge  would 
require  an  8%  charge  on  the  "credit  equivalent  amount"  multiplied  by  the 
"counterparty  faaor"  for  a  given  counterparty.    The  value  obtained  by  marking-to- 
market  also  may  be  referred  to  as  "the  deficit."    The  net  deficit  for  a  counterparty 
would  be  reduced  by  any  margin  or  cenain  deposits  and  margins.    The  counterparty 
factor  proposed  by  the  SIA  is  0%  for  Zone  A  central  governments  and  central  banks 
and  is  20%  for  Multilateral  Development  Banks.  Zone  A  regional  governments,  and 
Zone  A  credit  institutions.    The  counterparty  factor  is  50%  for  all  other  entities.    The 
second  charge  is  the  concentration  charge.    The  concentration  charge  is  meant  to 
discourage  a  firm  from  assuming  a  large  amount  of  credit  risk  with  any  one  particular 
counterparty  or  from  assuming  too  much  overall  credit  risk.    This  charge  would 
require  the  broker-dealer  to  take  a  charge  equal  to  the  sum  of:  (1)  the  amount  by 
which  the  net  deficit  with  one  counterparty  exceeds  10%  of  the  firm's  tentauve  net 
capital  and  (2)  the  amount  by  which  the  net  deficit  as  to  all  counterpanies  exceeds 
25%  of  the  firm's  tentative  net  capital. 

The  second  approach  proposed  by  the  Concept  Release  would  require  the 
broker-dealer  to  take  a  capital  charge  based  on  some  percentage  of  the  broker- 
dealer's  total  exposure  to  all  counterpanies.    The  amount  of  the  charge  on  the 
panicular  exposure  would  depend  on  the  credit  rating  of  the  counterparty.    This 
approach  could  also  call  for  an  additional  base  amount  of  capital. 

The  Concept  Release  asked  for  comment  on  Derivative  Products  Companies 


"  The  SLA  Rcooimendcd  an  ippnxcti  to  addren  the  credii  mk  of  currencN-  forwants  which  couM  be  applicable  lo  all 
denvativcs. 
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(DPCs)  which  are  triple  A  rated  subsidiaries  of  broker  dealers  that  provide  the  parent 
with  a  vehicle  for  panicipating  in  derivative  products  transactions  through  an 
increased  credit  standing.    Assuming  DPCs  are  registered  with  the  SEC  pursuant  to 
the  Exchange  Act  (they  are  currently  unregistered),  the  SEC  invited  commentators  to 
discuss  whether  Rule  15c3-l.  the  net  capital  rule,  should  be  amended  to  recognize 
DPCs  as  a  special  class  of  broker-dealer  with  rules  specific  to  their  business.    The 
SEC  asked  if  the  current  financial  responsibility  rules  are  appropriate  for  DPCs. 


CFTC  Requirements 

Capital  Requirements 

Relevant  aspects  of  the  CFTC's  calculation  of  regulatory  capital  also  are 
harmonized  with  SEC  requirements.    For  example,  the  CFTC  follows  the  SEC 
haircuts  for  the  market  risk  of  proprietary  positions  in  instruments  subject  to  SEC 
jurisdiction.       The  CFTC  currently  does  not  permit  those  it  regulates  to  grant  OTC 
commodity  options  and  charges  significant  haircuts  for  forward  contract  obligations. 

Unlike  banking  regulatory  capital  requirements,  the  capital  requirements  of  the 
CFTC  and  the  SEC  are  so-called  "liquid  capital"  rules.    Liquid  capital  rules  are 
designed  to  assure  that  assets  can  be  readily  marshalled  and  liquidated  in  an 
emergency  situation  for  the  protection  of  customers  and  other  creditors. 

Margin  Requirements 

The  CFTC  was  asked  to  discuss  margin  requirements.    Historically,  margin 
requirements  for  futures  contracts  have  been  established  by  the  designated  futures 
exchanges,  subject  to  CFTC  authority  to  set  margin  levels  to  address  market 
emergencies.    Under  Section  8a(9)  of  the  CEA,  the  CFTC  has  broad  emergency 
powers  applicable  to  all  futures  contracts  "to  direct  the  contract  market,  whenever  it 
has  reason  to  believe  that  an  emergency  exists,  to  take  such  action  as  in  the  CFTC's 
judgement  is  necessary  to  maintain  or  restore  orderly  trading  in  or  liquidation  of  any 
futures  contract,  including,  but  not  limited  to,  the  setting  of  temporary  emergency 
margin  levels  on  any  futures  contract..."    The  CFTC  also  has  plenary  authority  over 
operations  margin  systems  for  exchange-traded  options  subject  to  CFTC  jurisdiction. 

In  addition,  the  Futures  Trading  Practices  Act  of  1992  amended  the  CEA  to 
provide,  among  other  things,  for  review  by  the  Board  of  Governors  of  the  Federal 
Reserve  System  of  contract  market  rules  establishing  or  changing  the  levels  of  initial 
and  maintenance  margins  for  stock  index  futures  contracts  or  options  thereon.    The 
amendment  requires  filing  of  such  rules  with  the  Board  and  specifies  that  the  Board 
may  request  or  direct  the  contract  market  to  set  margin  levels  "appropriate  to 
preserve  the  financial  integrity  of  the  contract  market  or  its  clearing  system  or  to 
prevent  systemic  risk."    On  March  22,  1993,  the  Board  delegated  to  the  CFTC  its  day- 
to-day  stock  index  margin  authority  under  the  provision  of  the  Act.    The  Federal 
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Reserve  Board  has  reserved  the  right  to  exercise  its  authority  in  emergency 
circumstances  such  as  a  market  disruption.    Thus,  the  CFTC  now  has  authority  to 
review  margin  levels  for  stock  index  futures  or  options  contracts,  and  to  request  or 
direct  a  contraa  market  to  set  such  margins  at  specified  levels,  subject  to  judicial 
review. 
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Question  #3  (FED,  OCC,  FDIC,  and  OTS) 

Please  discuss  which  types  of  derivative  instruments  institutions  under  your 
jurisdiction  are.  and  are  not,  permitted  to  utilize.    Please  distinguish  between 
the  types  of  derivatives  institutions  are.  and  are  not,  permitted  to  utilize  for 
different  functions  including  trading  for  customer  accounts,  trading  (revenue) 
for  their  own  accounts,  and  hedging  for  their  own  accounts.    Please  indicate 
the  relative  use  of  different  derivative  instruments  by  such  institutions.    In 
addition,  please  indicate  the  relative  use  of  derivatives  by  such  institutions  for 
the  different  functions  mentioned  above. 


The  Federal  Reserve  Board  (FED) 

The  FED  is  the  primary  regulator  of  bank  holding  companies  and  state- 
member  banks.    The  FED  also  has  authority  over  the  activities  of  foreign  branches  of 
member  banks.  Edge  and  Agreement  Corporations,  foreign  subsidiaries  of  bank 
holding  companies,  and  foreign  banking  organizations  with  operations  in  the  U.S. 

The  FED  supplied  data  showing  the  derivative  holdings  of  U.S.  bank  holding 
companies,  state-member  banks,  and  the  10  holding  companies  with  the  most 
derivative  contracts.    As  of  June  1993,  215  of  the  1,154  bank  holding  companies 
reponed  some  form  of  derivative  activity.    Of  the  1,154  holding  companies,  151  (10%) 
reponed  interest  rate  swaps,  120  (8%)  reponed  commitments  to  purchase  foreign 
exchange  in  the  form  of  spot,  forward,  and  futures  contracts,  and  13  (1.1%)  reponed 
commodity  or  equity  swaps.    Large  institutions  dominate  the  domestic  banking 
industry's  activity  in  derivative  markets  with  the  10  largest  holding  companies,  ranked 
by  notional  value,  holding  over  90%  of  the  total  derivatives  reponed  by  U.S.  bank 
holding  companies.    In  terms  of  notional  amounts,  22%  is  comprised  of  interest  rate 
swaps.  19%  domestic  futures  or  forward  rate  contracts,  34%  foreign  exchange 
contracts,  and  2.2%  commodity  and  equity  contraas. 


Bank  Holding  Companies 

Under  the  Bank  Holding  Company  Act,  a  bank  holding  company  generally  may 
not  engage  in  any  activity  or  own  shares  of  any  company  engaged  in  any  activity  other 
than  banking  or  managing  or  controlling  banks,  subject  to  certain  exceptions,  e.g.,  that 
the  activity  is  closely  related  to  banking  or  a  proper  incident  thereto.    Subject  to  prior 
approval,  the  FED  has  generally  permitted  bank  holding  company  nonbank 
subsidiaries  to  engage  in  cenain  foreign  exchange  transactions,  including  OTC 
derivative  transactions,  either  as  agent  for  customers  or  for  their  own  account  for 
hedging  purposes.    Bank  holding  companies  and  their  nonbank  subsidiaries  also  are 
permitted  to  engage  in  either  exchange-traded  or  OTC  derivative  transactions 
incidental  to  other  approved  activities  in  order  to  hedge  exposure  arising  from  those 
activities. 


79 


98 


Bank  holding  company  nonoank  subsidiaries  also  generally  have  been  permitted, 
subject  to  prior  approval,  to  act  as  Futures  Commission  Merchants  (FCMs)  in 
executing  and  clearing  certain  exchange-traded  derivatives  linked  to  bullion,  foreign 
exchange,  government  securities,  cenificates  of  deposit,  other  money  market 
instruments,  and  stock  and  bond  indices,  either  as  agent  for  customers,  or  for  their 
own  account  for  hedging  purposes.    FCMs  are  regulated  by  the  CFTC.    The  FED  has 
also  approved  one  nonbank  subsidiary  to  trade  in  a  group  of  nonfmancial  futures, 
subjea  to  the  constraint  that  these  activities  be  performed  as  agent  for  customers  and 
not  for  the  institution's  own  account  except  as  necessary  to  limit  damages  in  the  event 
of  a  customer's  default. 

In  a  small  number  of  cases,  the  FED  has  permitted  nonbank  subsidiaries  to 
trade  certain  exchange-traded  derivative  instruments  linked  to  government  securities 
and  money  market  indices  for  their  own  account  for  purposes  other  than  hedging. 
The  FED  also  has  permitted  a  limited  number  of  nonbank  subsidiaries  to  engage  in 
interest  rate  and  currency  swaps  and  related  transaaions,  including  swap  option 
contracts,  as  principal  or  agent,  for  purposes  other  than  hedging.    One  such  subsidiary 
has  been  permitted  to  buy  or  sell  for  its  own  account  OTC  option  contracts  linked  to 
government  securities  for  purposes  other  than  hedging. 

Derivative  dealing  activities  do  not  in  practice  take  place  at  the  bank  holding 
company  level,  but  instead  take  place  at  a  baiik  or  non-bank  subsidiary  level. 
Derivatives  utilized  in  an  end-user  capacity  can  be  used  at  both  the  bank  holding 
company  level  and  a  bank  or  non-bank  subsidiary  level. 


State  Member  Banks 

State  member  banks  are  chanered  under  state  law  and  must  have  authority 
under  their  state  chaners  to  engage  in  derivative  transaaions. 

The  FED  cannot  authorize  a  state-member  bank  to  engage  in  an  activity  that 
would  not  be  permissible  under  applicable  state  law,  but  can  under  some 
circumstances  limit  or  condition  the  aaivities  of  state-member  banks.    Generally, 
activities  related  to  OTC  interest  rate  and  foreign  exchange  derivatives  are  considered 
to  be  sufficiently  related  to  traditional  bank  aaivities  in  foreign  exchange  and  the 
management  of  interest  rate  exposure.    State  banking  authorities  in  a  number  of 
states,  therefore,  have  permitted  state-chanered  banks  in  their  jurisdiaions  to  engage 
in  such  transactions  as  brokers  or  agents,  or  for  their  own  accounts,  either  to  hedge 
existing  positions  or  to  generate  revenue. 

State  member  banks  in  some  states  have  been  permitted  to  utilize  exchange- 
traded  interest  rate  and  foreign  exchange  derivatives  to  hedge  interest  rate  or  foreign 
exchange  exposure.    In  a  least  one  state,  banks  are  permitted  to  aa  as  FCMs 
engaging  in  trading  for  customers  and  for  their  own  account  in  exchange-traded 
interest  rate  and  foreign  exchange  derivatives.    This  aaivity  generally  takes  place  in  a 
bank  subsidiary. 
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Additionally,  a  limited  number  of  state  member  banks  engage  in  derivative 
transactions  linked  to  commodities  or  equities.    Some  of  these  transactions  are  related 
to  traditional  bank  activities  in  commodities  such  as  gold  and  silver,  but  some  state 
member  banks  have  obtained  the  approval  of  their  state  regulatory  authorities  for 
aaivities  involving  a  broader  array  of  commodity-linked  or  equity-linked  transactions. 

The  FED  has  required  state  member  banks  acting  as  principals  in  derivatives 
linked  to  commodities  or  securities,  that  they  do  not  have  the  authority  to  purchase 
and  hold  directly,  to  obtain  the  approval  of  the  FED  to  continue  such  activities, 
unless  the  transactions  are  entered  into  on  a  perfectly  matched  basis.    State  member 
banks  that  currently  are  not  engaged  in  such  transactions  will  be  required  to  seek  the 
approval  of  the  FED  to  commence  such  aaivities  in  the  future.    The  FED  is 
currently  reviewing  these  activities. 

The  State  of  New  York  Banking  Depanment  has  generally  held  that  derivative 
activities  are  closely  related  to  banking  and,  with  certain  limitations,  are  therefore 
permitted.    Banks  that  wish  to  newly  engage  in  such  activities  generally  gain  approval 
from  the  Department  on  a  case-by-case  basis. 


Foreign  Branches  of  Member  Banks 

Generally,  a  foreign  branch  of  a  member  bank  is  permitted  to  engage  in  all  of 
the  activities  authorized  imder  the  bank's  chaner.    To  the  extent  permitted  under 
local  law.  foreign  branches  of  a  national  bank  may  engage  in  the  full  range  of  OTC 
derivative  transactions  permitted  under  the  bank's  charter.    Foreign  branches  of  state 
member  banks  may  also  engage  in  such  aaivities  consistent  with  their  chaner,  subject 
to  the  FED's  approval  with  respea  to  commodity-  and  equity-linked  transactions. 


Edge  and  Agreement  Corporations 

Domestically,  an  Edge  or  Agreement  corporation  may  engage  in  foreign 
exchange  aaivities.  which  may  include  derivative  transactions.    Outside  of  the  U.S., 
such  corporations,  usually  through  subsidiaries,  may  aa  as  FCMs  to  engage  in 
transaaions  for  the  accounts  of  customers  or  for  their  own  account  for  hedging 
purf)oses,  and  may  aa  as  a  principal  or  agent  in  swap  transactions  for  hedging  or 
trading  purposes,  subjea  to  the  approval  of  the  FED  for  transactions  linked  to 
commodities. 


Foreign  Subsidiaries  of  Bank  Holding  Companies 

As  with  Edge  corporations,  foreign  subsidiaries  of  bank  holding  companies  may 
aa  as  FCMs  to  engage  in  transaaions  in  exchange-traded  derivatives  for  the  accoimt 
of  customers  or  for  their  own  account  for  hedging  purposes,  and  may  aa  as  a 
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principal  or  agent  in  swap  transactions,  subject  to  the  approval  of  the  FED  for 
transactions  linked  to  commodities. 

Foreign  Banking  Organizations  with  Operations  in  the  U.S. 

A  federal  branch  of  a  foreign  bank  generally  may  engage  in  the  same 
derivative  activities  as  a  national  bank.    State-licensed  branches  or  agencies  may 
engage  in  derivative  aaivities  permitted  by  their  state  licensing  authority,  and  at  least 
one  state  has  permitted  state-chanered  banks  to  engage  in  a  broad  range  of  derivative 
activities,  and  has  permitted  state-licensed  branches  and  agencies  to  engage  in  the 
same  activities.    Such  state-Ucensed  branches  and  agencies  may  not  engage  in  any 
aaivity  that  is  not  permissible  for  a  federal  branch  unless  specifically  approved  by  the 
FED.  and  in  the  case  of  an  insured  state  branch,  the  FDIC.    The  non-banking 
operations  of  a  foreign  banking  organization  that  maintains  a  branch,  agency,  or 
subsidiary  bank  in  the  U.S.  are  subject  to  the  same  limitations  on  derivative  aaivities 
as  U.S.  operations  of  domestic  bank  holding  companies. 

Omce  of  the  Comptroller  of  the  Currency  (OCC) 

The  OCC  is  the  regulator  of  national  banks  and  their  derivative  activities.    The 
OCC  regulates  the  derivative  activities  of  national  banks  who  act  as  both  dealers  and 
end-users  of  derivatives. 

The  OCC  has  emphasized  the  role  of  national  banks  as  financial  intermediaries 
in  the  derivative  markets,  performing  functions  that  are  pan  of  the  business  of 
banking  related  to  making  loans  and  taking  deposits.    National  banks  and  their 
subsidiaries  have  been  given  the  authority  by  the  OCC  to  enter  into  a  wide  array  of 
derivative  transactions  and  instruments,  both  for  their  own  accounts  and  to 
accommodate  their  customers  as  dealers.    A  national  bank  may  enter  into  derivative 
transactions  as  principal  in  order  to  hedge  risk  exposures  arising  from  its  invesf-ent 
portfolio  or  non-dealer  operations.    In  addition,  a  national  bank  may  enter  inu 
derivative  transactions  for  its  own  account  as  incidental  to  its  authorized  dealer-oank 
trading  aaivities,  where  the  bank  may  lawfully  purchase  and  sell  the  underlying 
instrument  or  produa  for  its  own  account. 

A  national  bank  is  also  authorized  to  enter  into  derivatives  transactions  as  an 
agent,  or  dealer,  for  its  customers  or  as  principal  in  transactions  where  the  bank  is 
serving  as  a  financial  intermediary  for  its  customers,  whether  or  not  the  bank  has  the 
power  to  aa  as  principal  for  its  own  account  with  respea  to  the  underlying 
instrument  or  produa.    Thus,  for  example,  the  OCC  has  permitted  national  banks  to 
establish  operating  subsidiaries  that  funaion  as  Futures  Commission  Merchants 
(FCMs)  by  soliciting,  accepting,  and  executing  customer  orders  for  futures  and  options. 
The  OCC  has  also  permitted  national  banks  to  enter  into  matched  and  unmatched 
commodity  price  index  swap  transactions  in  order  to  assist  their  ctistomers  in  limiting 
certain  financial  risks  resulting  from  fluauations  in  commodity  prices,  and  to  hedge 
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such  transactions  on  a  portfolio  basis. 

The  OCC  has  also  penniiied  national  banics  to  hedge  a  financial  exposure 
arising  from  otherwise  permissible  aaivities  in  markets  that  involve  physical  celiverv 
of  commodities.    In  coimeaion  with  such  hedging  activities,  a  national  bank  may 
make  or  take  physical  delivery  of  commodities,  transfer  or  receive  transfer  of 
documents  of  title,  and  engage  in  other  incidental  aaivities.    This  activity  was  further 
descnbed  in  OCC  Banking  Circular  277  released  on  October  27,  1993.    The  OCC 
stipulated,  however,  that  only  a  nominal  percentage  of  hedging  transaaions  should 
actually  be  physically  settled,  and  that  such  physical  hedging  transactions  must  be 
oistomer  driven.    The  OCC  further  stipulated  that  a  national  bank  may  not  use 
physical  hedging  transactions  as  a  means  to  speculate  in  commodity  price  movements. 
Any  national  bank  that  wishes  to  engage  in  physical  hedging  aaivities  must  obtain 
prior  written  authorization  of  the  OCC. 

In  general,  national  banks  are  permitted  to  use  derivative  products  so  long  as 
the  aaivities  are  coiisistent  with  the  bank's  policies  and  procedures,  and  safe  and 
sound  banking  practices. 

The  OCC  supplied  charts  showing  the  derivatives  holdings  of  25  national  banks 
with  the  largest  holdings  in  seleaed  denvative  products. 


The  Federal  Deposit  Insurance  Corporation  (FDIC) 

The  FDIC  is  the  primary  federal  regulator  of  state  non-member  banks  and 
their  derivative  activities.    The  state  banks  are  chanered  under  state  law  ana  must 
have  authority  under  their  state  chaners  to  engage  in  derivative  transactions. 
According  to  industry  sources,  no  state  non-member  banks  are  currently  dealers  in 
derivatives.    State  non-member  banks  act  only  as  end-users. 

According  to  the  FDIC.  state  non-member  baaks  use  derivatives  primarily  in 
the  context  of  hedging  and  portfoho  management  strategy.    Even  though,  aside  from 
individual  state  statutes,  there  are  no  legal  prohibitions  on  speculation  and  trading  in 
derivatives  for  a  state  non-member  bank's  own  account,  the  size  and  technical 
expertise  of  such  institutions  generally  make  these  derivative  activities  impractical. 
Reladve  to  the  money  center  banks,  the  use  of  denvatives  by  state  non-member  banks 
is  comparatively  slight.    Also  according  to  the  FDIC.  state  non-member  banks  are  also 
unlikely  to  be  active  in  the  utilization  of  derivative  instruments  on  behalf  of  customers 
as  dealers.    Customers  sufficiently  large  and  sophisticated  enough  to  be  involved  in 
such  aaivities  would  generally  transact  sucn  ousiness  with  larger  institutions. 

Section  24  of  the  FDI  Act  regulates  the  permissible  activities  of  state  banks  by 
utilizing  the  same  standards  that  apply  to  national  banks.    Under  Section  24.  certain 
types  of  "investments"  are  prohibited  for  state  non-member  banks.    For  example,  state 
banks  are  generally  not  permitted  to  invest  in  equity  securities.    This  prohibition 
would  appear  to  include  stock  options.    With  regard  to  the  purchasing  of  commodity 
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futures  for  its  own  account,  according  to  the  FDIC.  it  is  unclear  whether  or  not  this  is 
a  permissible  aaivity.    A  transaction  which  violates  a  criminal  statute,  an  applicable 
state  statute,  is  inherently  unsafe  and  unsound,  or  violates  Section  30  of  the  FDI  Act 
pertaining  to  Adverse  Contracts,  would  be  prohibited. 

Even  if  an  individual  institution  is  financially  capable  and  is  attempting  to  use 
these  instruments  as  pan  of  a  risk  reduction  strategy,  the  FDIC  could  determine  that 
involvement  in  derivative  produa  aaivities  would  be  "unsafe  and  unsound"  based 
entirely  on  the  specific  technical  inability  of  existing  management. 

Relative  to  money  center  banks,  the  use  of  derivatives  by  state  non-member 
banks  is  comparatively  slight.    At  one  point,  as  much  as  98%  of  all  bank  derivative 
activity  by  volume,  was  concentrated  in  the  largest  banks  and  bank  holding  companies. 
Virtujilly  all  domestic  bank  dealer  aaivity  continues  to  occur  in  a  handful  of  money 
center  banks. 


Omce  of  Thrift  Supervision  (OTS) 

The  OTS  has  authority  over  the  use  of  derivatives  by  thrifts.    Thrifts  are  end- 
users  of  derivatives  and  do  not  aa  as  dealers.    Thrifts  that  use  derivatives  are 
expected  by  the  OTS  to  use  them  to  reduce  risk.    OTS  rules  for  futures  require  that 
institutions  enter  only  into  interest-rate  related  contracts,  and  use  such  futures  only  to 
reduce  interest  rate  risk.    Institutions  are  not  permitted  to  enter  into  futures  contracts 
for  purposes  other  than  interest  rate  risk  reduaion.    Similarly,  options  contracts  are  to 
be  used  only  to  reduce  interest  rate  risk. 

As  of  June  30.  1993,  117  of  1.822  thrifts  reported  off-balance  sheet  derivatives. 
Of  these.  82  institutions  reported  holdings  of  swaps.  43  reported  options,  and  20 
reported  futures.    The  OTS  supplied  charts  showing  such  holdings. 
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Question  #3  (SEC  and  CFTC) 

Please  discuss  the  types  of  dealers  and  end-users  of  derivatives  that  are  not 
regulated  in  any  manner.    Do  you  feel  that  the  derivative  activities  of  such 
dealers  and  end-users  should  be  regulated? 

The  SEC  stated  that  certain  entities,  such  as  corporations,  pension  plans, 
certain  institutional  investors,  and  unregistered  subsidiaries  and  affiliates  of  broker- 
dealers  and  other  financial  service  enterprises  may  be  required  under  certain 
circumstances  to  report  investment  holdings  to  federal  or  state  regulators.    The  SEC 
stated  that  it  has  been  informed  by  certain  broker-dealers  that  the  capital 
requirements  necessary  to  conduct  OTC  derivative  activities  in  registered  broker- 
dealers  is  one  factor  that  has  encouraged  derivative  activities  to  be  conducted  in 
unregistered  affiliates,  and  therefore  the  SEC  is  proposing  to  modify  its  capital  rules 
to  make  it  more  feasible  for  such  activities  to  be  conducted  in  the  registered  broker- 
dealer. 

The  SEC  stated  that  given  the  diversity  of  dealers  and  end-users,  any  single 
system  for  the  effective  regulation  of  derivative  activities  is  likely  to  be  unduly  broad 
and  impracticable. 

The  CFTC  stated  that  unregulated  entities  are  an  area  in  which  the  CFTC 
finds  the  data  currently  insufficient.    The  CFTC  did  note  that  concerns  have  been 
expressed  about  apparent  concentrations  of  OTC  derivative  activities  in  large  dealers, 
some  of  which  are  unregulated.    The  CFTC  identified  the  need  to  obtain  such 
information  on  an  interagency  basis  before  any  specific  recommendations  are  made 
regarding  regulation  of  dealers  and  end-users.    The  CFTC  did  suggest  that  regulators 
stress  sound  internal  controls  by  all  derivative  participants.    The  futures  regulatory 
framework  of  the  CFTC  generally  does  not  provide  for  regulation  of  end-users  but 
imposes  speculative  position  limits  or  position  accountability  requirements  that  are 
designed  to  provide  protection  against  price  manipulation  and  requires  reporting  of 
the  positions  of  large  traders  to  facilitate  market  surveillance. 
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Question  #4 


Please  discuss  the  benefits  that  may  be  realized  from  utilizing  derivative 
instruments,  such  as  using  them  for  risk  management  and  asset-liability 
management  purposes. 

Could  the  development  and  use  of  derivative  products  by  savings  and  loans 
(S&Ls)  and  others  have  helped  to  prevent  the  S&L  crisis?    For  example,  could 
the  use  of  interest  rate  swaps  by  S&Ls  have  helped  them  to  sufTiciently  control 
duration  and  interest-rate  mismatches?    (Especially  mismatches  due  to  long- 
term  mortgage  assets  yielding  low  interest  rates  being  combined  with  short- 
term  liabilities  commanding  high  interest  rates.) 


Benefits  Realized  fh>m  Utilizing  Derivatives 

The  regulators  agreed  that  the  growth  of  the  derivatives  markets  has  increased 
financial  market  efficiency  and  provided  market  participants  with  an  expanded  array 
of  tools  for  risk  management. 

The  major  benefits  derived  from  the  use  of  derivatives  listed  by  the  regulators 
include: 

1)  Risk  Management  and  Asset/Liability  Management:    Derivative  instruments, 
both  exchange-traded  and  OTC,  can  be  used  to  manage  exposure  to  various  types  of 
risks,  including  interest  rate  risk,  currency  risk,  equity  price  risk,  and  commodity  price 
risk  through  hedging.'^    For  the  vast  majority  of  U.S.  financial  institutions,  the  present 
use  is  to  manage  interest  rate  risk  present  in  their  assets  and  liabilities.    Derivatives 
allow  institutions  to  alter  the  payment  or  maturity  structure  of  available  funding 
sources  to  more  closely  match  those  of  a  desired  but  unavailable  source.    Conversion 
of  a  floating  rate  funding  source  to  a  more  predictable  fixed  rate,  or  the  creation  of  a 
lower  cost  floating  rate  debt  instrument  from  a  fixed  rate  instrument  through  the  use 
of  swaps  are  examples  of  derivatives  use.    The  primary  advantage  of  derivatives  is 
their  ability  to  alter  the  risks  on  the  balance  sheet  more  quickly  and  cheaply  than 
could  be  done  through  adjustments  of  traditional  assets  or  liabilities,  as  was  done 
prior  to  the  introduction  of  derivatives.    By  using  derivatives,  financial  institutions  can 
disaggregate  the  risks  that  are  often  found  in  traditional  financial  instruments,  and 
transfer  such  risks  to  parties  that  are  better  suited  or  more  willing  to  take  on  and 
manage  those  risks. 

2)  Broaden  Access  to  Capital  Markets  and  Reduce  Funding  Costs:    An 
institution  may  enter  markets  where  it  can  obtain  the  best  relative  terms  of  funding 


Hedging  a  the  process  of  ulcing  a  position  in  an  instrument  that  produces  a  pnce  movement  which  is  opposite  to  that  of 
an  exisiing  or  antidpaied  potiiioa,  with  the  goal  of  protecting  thai  ensiing  or  aniidptted  position  against  loss  due  to  fluctuations 
in  prices  or  ntes.    The  two  principal  approaches  to  hedging  using  denvaiives  are:  forward  strategies,  which  attempt  to  lock  in  a 
speiciric  rate  or  yield  over  a  given  time  frame  by  eliminating  interest  rate  or  currency  nsfc  and  option  strategies,  which  attempt  to 
protect  against  advene  market  movements  while  leaving  open  the  possibility  of  capitalizing  on  favorable  movements. 
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and  then,  through  the  use  of  derivatives,  can  adjust  its  obligations  to  obtain  the  most 
desired  financial  structure.      The  enhanced  access  to  capital  markets  increases  the 
possibilities  for  efficient  funding  and  investing.    Hybrid  instruments  allow  institutions 
to  combine  a  debt  instrument,  such  as  a  bond,  with  a  derivative.    Such  a  combination 
may  allow  an  institution  to  borrow  at  a  lower  rate.'^ 

3)  Enhance  Ability  to  Better  Serve  Needs  of  Customers:    The  use  of 
derivatives  has  enabled  institutions  to  better  satisfy  customer  demands  for  specific 
types  of  products,  such  as  fixed-rate  mortgages,  by  enabling  institutions  to  better 
manage  the  risk  associated  with  those  products. 

4)  Revenue  Source:    Institutions  can  generate  revenues  from  dealing  or  "market 
making",  risk  arbitrage,  and  speculation.    Dealers  enter  into  derivative  transactions 
with  customers  who  wish  to  utilize  the  derivative  instruments  for  risk  management  or 
other  purposes.    The  dealer  then  profits  by  maintaining  a  generally  balanced  portfolio 
from  which  they  earn  a  bid/offer  spread  by  pricing  each  deal  slightly  differently. 
Arbitrage  traders  profit  from  small  discrepancies  in  prices  among  similar  instruments 
in  different  markets.    Speculators  profit  by  accepting  the  risk  that  stems  from  taking 
outright,  unmatched  positions  in  anticipation  of  price  movements. 

5)  Reduce  Exposure  to  Price  Risk:    The  CFTC  stated  that  for  the  past  130 
years,  futures  contracts  on  agricultural  commodities  have  represented  a  common  form 
of  derivative  instrument,  and  the  benefits  of  these  contracts  to  those  involved  in 
agriculture  are  well  known.    By  establishing  positions  in  the  futures  markets  opposite 
to  cash  market  positions  or  obligations,  participants  in  agricultural  markets  have  been 
able  to  reduce  their  exposure  to  price  changes.    For  example,  a  loss  to  a  producer 
due  to  a  fall  in  the  price  of  his  commodity  can  be  offset  through  gains  that  accrue  on 
a  futures  contract  when  prices  fall.    In  addition,  by  using  futures,  a  producer  can  lock 
in  a  price  for  his  commodity  in  the  future,  thus  stabilizing  revenue  flows.    Others  in 
the  marketplace  benefit  from  the  price  discovery  function  of  the  futures  market  due 
to  publicized  prices.    Futures  on  financial  instruments  and  foreign  currencies  are  used 
by  companies  who  sell  goods  overseas  to  reduce  their  exposure  to  currency  prices. 
Futures  allow  investment  managers  to  manage  the  risk  of  their  portfolio  and  to 
diversify  the  mix  of  products  by  utilizing  equity  or  bond  futures.    Options,  swaps  and 
hybrid  instruments  were  developed  later  and  display  many  of  the  same  benefits  as 
futures,  with  the  added  benefit  of  customization. 


Use  of  Derivatives  to  Help  Prevent  the  S&L  Crisis 

Many  of  the  derivatives  used  today  to  manage  interest  rate  risk,  such  as  swaps, 
interest  rate  options,  and  certain  futures  contracts  were  not  developed  until  after  the 


For  example,  an  oil  company  can  issue  a  hybrid  bond  which  p^^ys  annual  interest  but  also  ties  the  principal  repayment  to 
the  price  of  oil.    That  is,  if  the  price  of  oil  rises,  a  larger  repayment  is  made.    Such  an  instiximeni  may  allow  the  oil  company  to 
issue  the  bond  at  a  lower  interest  rale  since  the  instrument  represents  a  better  credit  risk  because  the  company  is  asked  to  pay 
more  when  it  is  in  a  position  to  do  so  and  less  when  it  is  not. 
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rate  shocks  of  the  late  1970s  and  early  1980s.    According  to  the  FDIC,  those 
instruments  that  were  in  existence  and  used  by  S&Ls  during  the  1980s  effectively 
reduced  interest  rate  risk  and  duration  mismatches,  as  the  instruments  do  today. 

The  general  consensus  among  regulators  was  that  derivatives  could  have  helped 
S&Ls  manage  interest  rate  risk  and  repricing  mismatches,  therefore  avoiding  many  of 
the  losses  that  resulted  from  the  sharp  increase  in  short-term  rates  that  occurred  in 
the  late  1970s  and  early  1980s.    If  used  properly,  there  is  little  doubt,  according  to 
the  OTS,  that  derivatives  would  have  helped  to  prevent  the  S&L  crisis. 

The  FED  stated  that  when  short-term  interest  rates  rose  in  the  early  1980s 
relative  to  the  existing  fixed-rate  assets,  the  profits  of  the  S&Ls  declined  and  losses 
were  incurred  as  the  cost  of  short-term  liabilities  exceeded  the  earnings  for  the  fixed- 
rate  mortgages.    Hedging  this  type  of  exposure  can  be  undertaken  by  obtaining  a 
derivative  instrument  that  produces  profits  as  short-term  interest  rates  rise.    For 
example,  an  S&L  can  hedge  its  exposure  by  entering  into  an  interest  rate  swap  in 
which  an  S&L  agrees  to  receive  from  a  counterparty  floating-rate  payments  based  on 
a  short-term  interest  rate  (any  rate  that  tends  to  move  in  concert  with  rates  paid  to 
their  depositors)  and  agrees  to  make  a  periodic  payments  to  the  counterparty  based 
on  a  fixed  rate  (which  coincides  with  its  fixed-rate  mortgages). 
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Question  #5 

5  a)     What  are  your  primary  regulatory  concerns  regarding  derivative 
activities  of  institutions  supervised  by  your  agency? 

Banking  Agencies 

The  primary  regulatory  concerns  of  the  banking  agencies  related  to  derivative 
activities  included: 

1)  The  volume  and  complexity  of  derivatives  affects  both  the  ability  of 
examiners  to  evaluate  a  banic's  activities  and  the  ability  of  bank  management,  itself,  to 
identify,  understand,  and  control  the  risk  management  process.    These  concerns  extend 
to  the  evaluation  of  capital  adequacy,  the  adequacy  of  internal  controls,  and  any 
potential  effects  on  interbank  clearings  and  systemic  risk.    Concerns  also  arise  as  to 
the  integrity  and  reliability  of  the  payments  system. 

2)  Regulators  may  over-react  to  the  expansion  of  derivative  activities  and 
needlessly  discourage  activities  that  would  reduce  risk  or  enhance  the  profitability  and 
stability  of  the  banking  industry.''* 

3)  Banks  that  engage  in  derivative  transactions,  either  as  dealers  or  end-users 
or  both,  should  appropriately  manage  the  credit,  market,  liquidity,  operational  and 
settlement  risks  arising  out  of  derivative  transactions  and  have  exposure  limits  to 
control  these  risks. 

4)  Banks  should  maintain  the  appropriate  level  of  capital  reflecting  risks 
associated  with  derivatives. 

5)  The  Board  of  Directors  and  senior  management  should  understand 
derivatives,  approve  a  strategy  for  utilizing  derivatives,  and  properly  supervise  the  use 
of  derivatives.    Management  should  not  unduly  rely  on  the  trading  acumen  of  various 
brokers,  dealers,  or  consultants. 

6)  All  banks  should  use  derivatives  properly  to  reduce  funding  costs,  diversity 
funding  sources,  and  reduce  and  manage  risk.    In  addition,  all  banks  should  not  be 
taking  imprudent  risks  or  taking  positions  that  unduly  expose  them  to  changes  in  rates 
and  prices. 

7)  Banks  newly  engaged  in  derivatives  dealing  activities  should  have  the 
adequate  level  of  sophistication  in  systems  and  personnel. 


The  FED  staled  thai  before  introducing  additional  regulations  or  regulatory  standards  regarding  derivatives,  the  objectives 
that  the  regulations  are  intended  to  achieve  should  be  identiHed  as  well  as  whether  private  sector  initiatives  are  a  more  efTective 
way  to  meet  those  objectives.    One  must  be  mindful  of  the  potentially  advert  effecu  of  regulation  on  competition,  efficiency, 
and  innovation  in  the  OTC  derivalivc  markets.    The  regulators  feel  that  regulation  cannot  substitute  for  effective  risk 
management. 
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8)  Employees  should  have  the  adequate  level  of  expertise. 

9)  Institutions  should  have  the  ability  to  suitably  measure  both  credit  and 
market  risk  exposures  for  individual  institutions  and  for  groups  of  institutions. 

10)  The  rate  at  which  derivative  exposures  are  accumulated  should  be 
monitored  and  controlled  carefully. 

11)  Smaller  institutions  are  vulnerable  to  speculative  inducement  and  pressures. 


SEC 

The  primary  regulatory  concerns  of  the  SEC  related  to  derivative  activities 
included: 

1)  Customer  Suitability:    The  customer  base  of  the  derivative  markets,  which 
began  with  only  the  largest,  most  sophisticated  institutions,  may  reach  the  next  tier  of 
institutional  investors.    Certain  derivative  products,  such  as  detachable  call  options  on 
municipal  bonds  or  collateralized  mortgage  obligations,  are  available  to  retail 
investors.'^ 

2)  Market  Impact:    The  increased  use  of  derivatives  could  lead  to  the  failure 
of  one  or  more  derivative  dealers  during  periods  of  extreme  market  stress,  with  this 
failure  creating  ripple  effects  throughout  the  OTC  derivative  markets  for  broker- 
dealers  and  other  market  participants." 

3)  Market  Interaction:  Interrelationships  between  cash  markets  and  derivatives 
trading  exi^  and  market  volatility  can  be  magnified  to  the  extent  a  few  large  dealers 
dominate  and  are  capable  of  moving  a  market.'^ 


CFTC 

The  CFTC  did  not  identify  specific  regulatory  concerns,  but  instead  described 
the  regulatory  regime  they  have  in  place  for  the  exchange  markets  to  address  the 
fmanciai  integrity  of  the  market,  customer  protection,  and  the  efficiency  of  the  market. 


The  SEC  *<Med  thai  sclf-regulaioiy  organization  (SRO)  and  SEC  niles  already  require  biokcr-deakn  to  make  suitability 
detenninaiions  before  recommending  customer  indev  and  the  SROs  and  the  SEC  will  not  hewuie  lo  enforce  the  anti-fraud 
provisions  of  the  federal  securities  laws  and  SRO  customer  protection  rules  to  ensure  that  bfoker-dcaleis  refrain  from 
recommending  unsuitable  products  to  uninformed  investorv 

The  SEC  added  that  it  controlt  raattet  impact  ranuTicatiOfU  though  reponuig  rules,  the  net  capital  rule,  and  the  risk 
assessment  prognm. 

The  SEC  added  that  the  Market  Reform  Act  authoraed  the  SEC  to  pranulpte  rules  to  monitor  the  trading  activity  of 
ceitain  large  traders  in  the  mattet    The  SEC  has  also  designed  arcuii  bteakets,  established  margin  requirements,  and  has  the 
auibotity  uodcr  the  N4arket  Refonn  Act  to  suspead  trading  for  a  petKid  of  time. 
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Such  regulations  include  capital  requirements,  reporting  requirements,  customer 
funds  protections,  clearing  organizations,  margin  requirements,  mark-to-market 
requirements,  open  outcry  system,  price  and  volume  disclosure  requirements,  review  of 
new  products,  prohibition  of  certain  trade  practices,  and  market  surveillance  programs. 
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5  b)     Do  you  believe  that  any  fundamental  changes  In  the  current  regulatory 
framework  for  institutions  using  nnancial  derivatives  is  needed  at  this 
time? 

The  agencies  do  not  advocate  major  changes  to  the  current  regulatory 
framework.    They  feel  that  the  current  regulatory  framework  provides  supervisors  with 
adequate  authority  and  flexibility  to  address  concerns  about  the  use  of  derivatives  by 
institutions.    The  framework  also  permits  institutions  to  engage  in  a  broad  range  of 
derivative  transactions,  to  innovate,  to  manage  risk  through  the  use  of  derivatives,  to 
provide  valuable  risk  management  services  to  their  customers,  and  to  provide  liquidity 
to  the  financial  markets,  while  maintaining  a  sound  banking  system.    The  SEC  stated 
that  the  existing  securities  regulatory  structure  protects  investors  and  maintains  market 
stability,  while  remaining  flexible  to  innovation.    The  CFTC  stated  that  while  it  does 
not  recommend  fundamental  changes  in  the  current  regulatory  framework  for  OTC 
derivatives,  it  does  recognize  certain  risks  inherent  in  OTC  derivative  activities. 

The  FED  stated  that  it  is  aware  of  concerns  that  have  been  expressed  about 
unregulated  dealers  and  unsophisticated  end-users  and  is  in  the  process  of  evaluating 
whether  regulatory  changes  are  needed  to  address  these  concerns.    In  addressing  these 
concerns,  the  FED  noted  that  policy  makers  need  to  balance  carefully  the  need  to 
contain  systemic  risk,  protect  unsophisticated  investors,  and  avoid  moral  hazard  against 
the  need  to  maintain  efficient  and  internationally  competitive  markets. 

The  OCC  stated  that  while  it  does  have  certain  concerns  regarding  growth  of 
derivatives  and  the  complexity  of  derivatives,  this  does  not  lead  to  the  conclusion  that 
fundamental  changes  either  in  the  law  or  the  regulatory  framework  are  needed  at  this 
time.    In  fact,  the  OCC  believes  that  changes  in  the  U.S.  regulatory  scheme  that  are 
enacted  without  careful  consideration  could  deprive  U.S.  financial  institutions  (both 
financial  and  otherwise)  of  enhanced  ability  to  manage  risk,  as  well  as  restrict  the 
flexibility  of  U.S.  banks  to  be  innovative  and  creative  in  developing  risk  management 
products  that  meet  the  changing  needs  of  their  clients.    In  addition,  the  OCC  believes 
that  most  of  the  dealers  of  financial  derivatives  have  good  risk  management  systems. 
The  OCC  is  encouraging  proper  internal  controls  and  is  strengthening  its  supervisory 
oversight  of  banks'  financial  derivative  activities. 


Recommendations  by  the  agencies  include  the  following: 

1)  The  OCC  requested  the  formation  of  an  interagency  task  force  to  address 
the  involvement  of  U.S.  banks  in  derivative  financial  products.'* 

2)  The  FDIC  suggested  that  joint  bank  regulatory  examinations  for  major 
derivative  dealers  (banks  and  bank  holding  companies)  could  provide  substantive 
benefits  to  all  three  agencies. 

3)  The  OTS  suggested  that  it  may  be  useful  to  conduct  an  interagency  review 


'^  See  OCC  News  Release  #93-106  daied  September  27,  1993. 
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of  the  capital  treatment  of  derivatives  under  the  risk-based  capital  standards  to 
determine  whether  any  changes  to  those  standards  are  needed. 

4)  The  OTS  stated  that  it  may  be  beneficial  for  regulators  to  encourage  dealers 
and  end-users  of  derivatives  to  comply  voluntarily  with  the  recommendations  contained 
in  the  Group  of  Thirty  Study. 

5)  The  SEC  stated  that  it  hopes  that  any  changes  in  the  net  capital  treatment 
of  OTC  derivative  products  that  develop  from  the  SECs  review  of  its  capital 
standards  will  encourage  OTC  derivative  activities  now  conducted  in  unregistered 
affiliates  of  broker-dealers  to  be  brought  within  registered  broker-dealers  under  SEC 
jurisdiction." 

6)  The  SEC  suggested  that  the  establishment  of  one  or  more  clearinghouses 
that  specialize  in  the  processing  of  trades  in  swaps  may  improve  the  current  regulatory 
framework  for  the  swaps  market  by  helping  to  ensure  the  legal  certainty  of  swaps 
transactions  and  by  improving  settlement  efficiency  through  payment  netting.    A  swaps 
clearinghouse  also  would  provide  a  focal  point  for  coordination  of  industry  practices 
and  communication  with  interested  regulators.    The  SEC  stated  that  while  there  are 
regulatory  issues  involved  in  the  establishment  of  a  swaps  clearinghouse,  regulators 
should  actively  evaluate  the  development  of  such  facilities. 

7)  The  CFTC  recommended  in  its  study  on  OTC  derivatives^  the  establishment 
of  an  interagency  council  to  identify  common  regulatory  issues  among  agencies  and 
foster  regulatory  coordination  regarding  derivatives.    The  CFTC  stated  that  in  light  of 
the  difficulty  of  obtaining  basic  information  about  OTC  derivative  transactions,  the 
CFTC  suggests  that  an  early  focus  of  the  council  should  be  information  access.    Other 
agenda  items  for  the  council  should  include  issues  related  to  pricing,  disclosure,  risk 
valuation,  internal  controls,  and  clearing  facilities  for  OTC  derivatives.    The  council  is 
intended  to  supplement,  not  replace,  efforts  by  individual  agencies  in  areas  of 
common  interest. 


Th<  aptui  requirement  ncceaaty  for  efTectinf  OTC  denvitivc  tnnuctioni  through  registered  broker-dealen  has  been 
OIK  factor  among  othen.  indudiog  busioes,  ecooomK.  and  legal  considenttoos,  in  dealer  decisions  to  conduct  OTC  derivative 
activities  in  unregistered  amiiates  or  sepaiateljMapitalized  DPCs. 

*  See  the  Report  of  the  Commodity  Futures  Trading  Commisstoa,  "OTC  Derivative  N4arkea  and  Their  Regulation.'  CFTC 
Washington,  DC  October  1993.    Chapur  tV  of  the  report  contains  recommendalioos. 
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Question  #6 


Is  there  adequate  coordination  between  U.S.  and  foreign  regulators  to  regulate 
risks  associated  with  derivatives? 


In  general,  regulators  agree  that  coordination  between  U.S.  and  foreign 
regulators  to  regulate  risks  associated  with  derivatives  is  adequate  in  certain  respects 
(provisions  for  monitoring  credit  risks  associated  with  derivatives;  appropriate  level  of 
capital  required  to  support  a  bank's  derivative  activities),  and  needs  improvement  in 
other  respects  (accounting,  legal  and  disclosure  issues). 

Because  of  the  global  scope  of  derivative  activities,  close  interaction  between 
U.S.  and  foreign  regulators  is  critical.    The  FED  noted  that  there  has  been  a  high 
degree  of  coordination  between  U.S.  and  foreign  regulators  since  the  mid-1970s,  and 
added  that  this  cooperation  was  largely  catalyzed  by  the  efforts  that  led  to  the  1988 
Basle  Capital  Accord. 

There  are  three  principal  forums  which  serve  as  motivators  for  international 
regulatory  coordination  regarding  global  derivative  activities: 


•  Basle  Committee  on  Banking  Supervision 

Established  by  the  Central  Bank  of  Governors  of  the  Group  of  Ten  (GlO) 
countries  in  1975,''  the  Basle  Committee  on  Banking  Supervision  is  the  most 
noteworthy  of  the  forums.    The  1988  Basle  Accord,"  which  defines  minimum  capital 
standards  for  the  credit  risk  arising  from  on-  and  off-balance  sheet  activities  of 
internationally  active  banks,  including  derivatives,  is  the  Committee's  most  important 
achievement  to  date.    The  Accord  strengthens  prudential  standards  across  the  G-10 
countries  and  provides  for  more  competitive  equality  among  internationally  active 
banks." 

More  recently,  in  April  1993,  the  Basle  Committee  released  a  series  of 
proposals,  the  most  important  of  which  address  market  risks  (including  such  risks 
associated  with  the  derivative  activities  of  large  internationally  active  banks). 
Combined  with  the  1988  Accord,  the  FED  noted  (and  it  is  widely  supported)  that 
these  two  frameworks  provide  a  sound  and  adequate  measure  for  addressing  the 
credit  and  market  risks  associated  with  derivatives. 

The  FDIC  qualified  its  assessment  of  "cooperation  between  U.S.  and  foreign 


^'  Member  countries  of  Ihe  Basle  Commiitee  include  Belgium.  Canada.  France.  Germany.  Italy,  Japan,  Uuembouig.  the 
Netherlands.  Sweden.  Switzerland.  Ihe  United  Kingdom,  and  the  United  States. 

^  The  provisions  of  the  Basle  Accord,  ratified  in  1988  in  the  U.S.,  and  in  1989  elsewhere,  went  into  effect  at  year  end 
1992. 

Source:  Board  of  Governors  of  the  Federal  Reserve  System. 

94 


113 


regulators.. .has  been  all  that  can  reasonably  be  expected."    The  agency  noted  that 
although  the  April  1993  Basle  Committee  report  does  address  two  areas  of  concern 
(the  legal,  accounting  and  supervisory  recognition  of  netting  of  outstanding  derivative 
contracts,  and  the  effect  on  capital  adequacy  calculations),  further  study  was  needed 
by  the  Committee  in  other  areas,  notably  issues  relating  to  future  exposure  [resulting 
from  derivative  activities]  and  a  capital  component  attached  thereto,  and  dealer 
disclosure. 

Also  regarding  the  Basle  Committee  proposals,  the  OCC  believes  that  "there  is 
adequate  coordination...on  the  important  issue  of  the  appropriate  level  of  capital 
required  to  support  a  bank's  derivative  activities."    With  regard  to  the  accounting 
treatment  and  disclosure  issues  for  derivatives,  the  OCC,  similar  to  the  other  agencies, 
added  that  "additional  international  coordination  could  be  helpful  to  derivative 
markets  participants."    Before  accounting  and  disclosure  efforts  can  be  made  in  a 
global  setting,  however,  the  OCC  believes  that  "these  issues  must  first  be  addressed 
and  resolved  in  the  U.S." 

The  SEC  has  held  and  will  continue  to  hold  ongoing  discussions  with  the  Basle 
Committee  regarding  the  appropriate  regulatory  treatment  of  derivative  products. 

The  Office  of  Thrift  Sup>ervision  reported  that  the  agency  has  not  been  a  party 
to  the  Basle  Committee/Bank  for  International  Settlements  discussions,  even  though 
such  discussions  have  potential  implications  for  the  capital  standards  applicable  to 
savings  associations.    The  OTS  noted  that  it  welcomes  the  opponunity  to  panicipate. 

•         International  Organization  of  Securities  Commissions 

The  International  Organization  of  Securities  Commissions  (IOSCO),  whose 
purpose  is  the  development  of  international  consensus  on  regulatory  issues  affecting 
cross-border  financial  services,  is  actively  involved  with  U.S.  regulatory  agencies,  in 
panicular  the  SEC  and  the  CFTC.    The  FED  reponed  that  the  Basle  Committee  has 
also  begun  to  establish  closer  ties  with  IOSCO." 

The  SEC  has  been  an  artive  participant  in  working  groups  and  committees  of 
IOSCO,  and  is  currently  involved  with  the  IOSCO  Working  Party  on  the  Regulation 
of  Secondary  Markets  Uiat  "...has  been  examining  the  issue  of  coordination  between 
cash  and  derivative  products." 

The  CFTC  noted  that  "IOSCO  provides  opportunities  for  regulatory  authorities 
to  address  matters  of  common  concern."    According  to  the  CFTC,  "regardless  of 
whether  formal  arrangements  with  specific  jurisdictions  exist,  the  Commission 
continues  to  share  information  and  cooperate  on  matters  intended  to  ensure  the 
integrity  of  the  financial  marketplace." 


^  The  FED  noced  that  IOSCO  and  the  Batk  Committee  were  ohginally  toteaded  to  release  a  joint  market  risk  paper. 
Although  the  Bitle  Comminee  did  isue  a  market  risk  piopouL  it  wts  not  formally  a  joint  product.    Despite  this,  contacts 
between  the  Basle  Committee  and  IOSCO  represent  a  significant  step  towards  strengthened  ctnidination  among  regulators  of 
various  rmancial  services. 
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•  European  Commission 

The  European  Commission  represents  the  European  Community  (EC),  and  has 
been  worlcing  to  harmonize  prudential  standards,  including  those  for  derivatise 
products,  for  banks  across  the  EC.    The  FED  reports  that  there  has  been  a  significant 
level  of  coordination  between  the  Basle  Committee  and  the  European  Commission, 
and  the  EC  Commission  has  maintained  a  representative  on  the  Basle  Committee. 

The  EC  adopted  minimum  capital  requirements  in  1989  that  closely  mirror  the 
capital  standards  of  the  1988  Basle  Accord,  particularly  as  regards  the  standards  for 
banks'  derivative  activities.^    The  EC  is  also  working  to  harmonize  minimum  capital 
standards  for  the  credit  and  market  risk  of  a  variety  of  new  derivative  products  such 
as  commodity-based  derivatives. 

It  is  important  to  note  that  there  are  a  variety  of  other  measures,  outside  of 
the  above-referenced  organizations,  to  provide  coordination  and  cooperation  between 
U.S.  and  foreign  regulators.    For  example,  the  CFTC  reports  that  it  is  a  party  to  21 
agreements  with  12  foreign  jurisdictions  to  cooperate  on  a  range  of  supervisory  and 
enforcement  matters.    The  SEC  "continues  to  participate  in  discussions  with  the 
regulators  of  other  countries  with  the  goal  of  formulating  consistent  approaches 
toward  the  regulatory  treatment  of  derivative  products."    However,  the  regulators 
emphasized  that  further  cooperation  and  coordination  is  required. 


^  The  influence  of  the  Basle  Commiltee  and  the  Accord  extend  not  only  to  the  Basle  Committee  member  countries  and 
the  EC  but  also  to  nuny  countries  outside  the  C-10  or  the  EC,  including  a  number  of  developing  counlnes. 
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Question  #7  (FED,  OCC,  FDIC,  OTS,  and  SEC) 

Individual  derivative  contracts,  taken  by  themselves,  include  elements  of  risk. 
However,  derivatives,  when  evaluated  as  part  of  an  institution's  entire  portfolio, 
are  often  used  to  offset  and  reduce  the  overall  risk  exposure  of  an  institution. 
How  do  your  regulatory  actions,  including  capital  and  accounting  standards, 
take  into  account  the  use  of  derivatives  to  reduce  the  overall  risk  exposure  of 
an  institution?    For  the  purpose  of  regulation,  how  does  your  agency 
distinguish  between  derivatives  used  to  hedge  and  reduce  overall  risk,  such  as 
many  over-the^ounter  (OTC)  contracts,  and  derivatives  used  for  trading  and 
other  purposes,  such  as  many  exchange-traded  contracts? 

The  regulatory  agencies  do  not  consider  either  OTC  or  exchange-traded 
derivatives  as  one  better  suited  than  the  other  for  purposes  of  hedging  or  speculating; 
i.e.,  each  instrument  can  be  used  for  both  hedging  or  speculating.      Consequently,  the 
regulatory  agencies  reported  that  their  examination  and  supervisory  treatment  of 
derivatives  is  not  predicated  on  the  basis  of  these  instruments  being  OTC  or 
exchange-traded.    The  SEC  qualified  this  by  adding  that  the  Commission  does  not 
distinguish  between  the  use  of  derivative  products  for  hedging  purposes  and  their  use 
for  trading  or  other  purposes,  except  in  very  specific  circumstances.    Rather,  the  FDIC 
noted,  "regulatory  action  is  based  more  on  the  manner  of  use  of  derivative 
instruments  by  an  individual  institution,  the  overall  financial  condition  of  the  company, 
the  quality  of  internal  controls,  and  the  specific  technical  competence  of  management." 
The  FDIC  added,  'The  financial  strength,  size,  liquidity  and  control  environment  of 
the  institution  will.. .determine  the  extent  to  which  involvement  in  derivative  activities 
is  acceptable." 

Accounting  and  regulatory  reporting  treatment  for  financial  derivatives  is 
determined  by  the  manner  of  use  of  such  instruments.    If  a  derivative  is  used  for  risk 
reduction  purposes  (hedging),  then  deferral,  or  hedge  accounting  treatment  is 
permitted  for  the  transartion."    This  means  that  the  gains  and  losses  associated  with 
the  instrument  in  question  can  be  deferred  and  realized  on  a  basis  consistent  with  the 
income  or  expense  of  the  item  being  hedged.    If  a  derivative  is  used  for  purposes 
other  than  risk  reduction  or  hedging,  then  Generally  Accepted  Accounting  Principles 
(GAAP)  require  that  hedge  accounting  cannot  be  used,  and  the  instrument  must  be 
accounted  for  in  another  manner  (e.g.,  mark-to-market  or  lower-of-cost-or-market 
accounting).    The  GAAP  standards  must  be  followed  for  purposes  of  Y-9C  reports 
and  annual  reports  required  under  Section  112  of  FDICIA.^ 

The  hedge  accounting  framework  is  principally  derived  from  FASB  Statement 


^  The  OTS  reponed  thai  both  exchange-traded  and  OTC  derivatives  are  used  by  ihriftt  for  hedging  purposes  onlj. 

^  The  FDIC  noted  that  'Even  if  an  individual  institution  is  financially  capable  and  is  attempting  to  use  these  instrumenB 
[derivativesi  ai  put  of  a  risk  leductioo  stntegy,  the  FDIC  could  determine  thai  involvement  in  derivative  product  activities  would 
be  'unsafe  and  unsound*  based  eaiiicly  on  the  specific  technical  inability  of  ezistin|  oanagenenL* 

Source:  Federal  Reserve  Board  responses. 
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of  Financial  Accounting  Standards  No.  52,  Foreign  Currency  Translation,  and  FASB 
Statement  of  Financial  Accounting  Standards  No.  80,  Accounting  for  Futures 
Contracts.    Each  statement  sets  forth  different  hedging  criteria  and  related  guidance. 
In  particular,  both  standards  require  that  derivatives  be  identified  as  hedging  specific 
assets,  liabilities,  or  transactions.    Specifics  on  FASB  Statements  No.  52  and  No.  80 
are  contained  below. 


•  FASB  Statement  No.  52 

FASB  Statement  No.  52  requires  hedge  accounting  for  foreign  exchange 
contracts  or  transactions  that  are  intended  to  hedge  identifiable  foreign  currency 
commitments  if" 

•  The  foreign  currency  transaction  is  designated  as,  and  is  effective  as,  a 
hedge  of  a  foreign  currency  commitment;  and 

•  The  foreign  currency  commitment  is  firm. 


•  FASB  Statement  No.  80 

FASB  Statement  No.  80  permits  hedge  accounting  if: 

•  The  item  to  be  hedged  exposes  the  enterprise  to  price  or  interest  rate  ■ 
risk; 

•  The  futures  contract  reduces  that  exposure  and  is  designated  as  a  hedge; 

•  At  the  inception  of  the  hedge  and  throughout  the  hedge  period,  there  is 
high  correlation  between  the  changes  in  the  value  of  the  futures  contract 
and  the  value  of  the  hedged  item; 

•  The  significant  characteristics  and  expected  terms  of  an  anticipated 
transaction  are  identified;  and 

•  It  is  probable  that  the  anticipated  transaction  will  occur. 

Under  Statement  No.  80,  use  of  hedge  accounting  requires  the  enterprise  to 
perform  an  ongoing  assessment  of  the  effectiveness  of  the  hedge  throughout  the  life 
of  the  hedge.    A  significant  difference  between  Statement  No.  52  and  Statement  No. 
80  is  that  No.  52  allows  hedge  accounting  only  for  firm  commitments,  while  No.  80 
allows  hedge  accounting  for  anticipated  probable  transactions. 
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Question  #7  (CFTC) 


It  has  been  stated  that  it  is  not  always  clear  whether  a  derivative  product  is  a 
futures  or  commodity  option  contract  subject  to  the  jurisdiction  of  the  CFTC, 
a  security  subject  to  regulation  by  the  SEC,  or  a  traditional  banking  product 
subject  to  regulation  by  the  federal  banking  regulators.    Therefore,  in  many 
cases,  regulatory  jurisdiction  is  often  claimed  by  several  of  these  agencies. 
Please  comment  on  this  issue  and  on  the  decisions  made  by  legislators  and 
courts  regarding  this  issue. 


In  recent  years,  marketplace  innovations  have  produced  so-called  hybrid 
products  which,  by  combining  elements  of  futures  contracts  or  commodity  options  with 
debt  or  bank  depository  interests,  have  given  rise  to  questions  as  to  which  regulatory 
framework  would  apply  to  the  product.    As  discussed  more  fully  in  response  to 
Question  #1,  the  CFTC  has  undertaken  a  variety  of  initiatives  to  clarify  the  status  of 
hybrid  instruments  including,  most  recently,  issuance  of  revised  hybrid  rules,  effective 
February  22,  1993,  which  provide  for  regulation  of  hybrid  instruments  in  accordance 
with  the  regulatory  framework  applicable  to  the  dominant  component  of  the 
instrument.    The  exemptive  authority  granted  the  CFTC  under  the  Fair  Trading 
Practices  Act  of  1992  assures  that  it  will  have  the  legal  tools  necessary  to  address 
issues  that  may  arise  in  the  future  concerning  the  regulatory  status  of  new  forms  of 
hybrid  instruments. 


99 


V 


118 


Question  #8 


Recently  published  reports  on  derivative  activities,  such  as  the  July  1993 
Group  of  Thirty  report  entitled  Derivatives;  Practices  and  Principles  and  the 
May  1993  Institute  of  International  Finance,  Inc.  (IIF)  report  entitled  An 
Integrated  Regulatory  Approach  to  Derivative  Activities  stress  the  importance 
of  internal  controls  over  regulation  in  many  areas.    HoM^ever,  the  Group  of 
Thirty  report  has  been  criticized  by  some  for  relying  too  heavily  on  industry 
self-regulation. 

8  a)     Regarding  banks,  the  IIF  report  states,  for  example,  that  banks 

themselves  should  develop  trading  and  credit  policies  that  set  their  own 
risk  limits.  Do  you  think  that  such  maximum  risk  limits  should  be  set 
by  institutions  or  by  regulators? 


In  general,  the  banking  agencies  felt  that  risk  limits  should  continue  to  be  set 
by  the  institutions  themselves,  and  that  regulatory  agencies,  as  well  as  external  and 
internal  auditors,  should  continue  to  monitor  and  assess  the  adequacy  of  such  risk 
limits  and  management  controls. 

The  SEC,  however,  stated  that  regulation  may  be  the  only  means  of  ensuring 
that  risk,  including  systemic  risk,  is  adequately  addressed  by  participants.    According 
to  the  SEC,  there  is  no  agreement  among  dealers  and  end-users  on  how  to  manage 
risk  and  it  is  unlikely  that  dealers  and  end-users  would  factor  systemic  risk  into  their 
individual  risk  calculation.    For  example,  the  Group  of  Thirty  Report  states  that  most 
small  end-users  do  not  perform  stress  simulations  essential  in  determming  the  risks 
associated  with  either  a  single  investment  decision  or  the  management  of  a  derivative 
portfolio. 

The  SEC  does  not  set  maximum  levels  for  the  risks  that  may  be  assumed  by  a 
broker-dealer  in  taking  a  derivative  position,  but  it  applies  the  net  capital  rule  to  the 
proprietary  accounts  of  broker-dealers,  as  well  as  to  other  activities,  which,  in  the 
opinion  of  the  SEC,  effectively  contains  risk  in  proportion  to  a  broker-dealer's  total 
capital. 

The  banking  agencies  stated  that  regulators  should  seek  to  ensure  that  the 
capital,  expertise,  reserves,  and  operating  procedures  of  a  bank  are  commensurate 
with  the  level  of  risk  inherent  in  any  portfolio  or  activity  both  on-  and  off-balance 
sheet.    The  OCC  added  that  the  credit  risk  to  which  banks  are  generally  exposed  by 
virtue  of  their  financial  derivative  transactions  is  substantially  less  than  their  credit 
risk  exposure  arising  out  of  other  off-balance  sheet  activities,  many  of  which  are 
subject  to  limits  imposed  by  regulation.    The  regulators  do  not,  as  a  matter  of  policy 
or  practice,  seek  to  mandate  the  degrees  or  level  of  risk  assumed  by  what  are 
determined  to  be  sound,  appropriately  capitalized,  well  managed  financial  institutions. 
Risk  limits,  however,  may  be  imposed  on  troubled  institutions  warranting  heightened 
regulatory  concern  on  a  case-by-case  basis. 
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The  OTS  formalized  its  philosophy  that  risk  limits  should  be  set  by  institutions 
themselves  in  1989  with  the  issuance  of  Thrift  Bulletin  13.    The  Bulletin  allows  the 
OTS  to  insist  that  limits  be  tightened,  or,  if  the  limits  are  not  being  observed,  take 
corrective  action. 

The  FED  added  that  the  market  does  discipline  its  participants,  as 
counterparties  reduce  exposures  to  institutions  regarded  as  taking  excessive  risks. 
Such  market  discipline  encourages  market  participants  to  manage  risk  more  effectively 
than  would  regulatory  requirements,  which  might  be  viewed  as  providing  a  "safe 
harbor."    Given  the  rapid  pace  of  change  in  derivative  markets,  specific  regulations 
regarding  limits  would  quickly  become  outdated  and,  perhaps  worse,  would  tend  to 
stifle  or  discourage  market  innovations  which  add  greatly  to  the  competitiveness  and 
profitability  of  U.S.  banking  organizations. 

The  CFTC  stated  that  it  believes  that  the  views  of  the  banking  regulators 
should  be  given  great  weight  on  the  issue  of  risk.    However,  the  CFTC  stated  that  its 
experience  in  futures  market  regulation  may  have  some  relevance.    In  the  futures 
industry,  three  levels  of  credit  policies  and  risk  limits  exist.    First,  private  firms 
establish  credit  policies  and  risk  limits  as  part  of  their  ordinary  business  decisions. 
For  example,  futures  commission  merchants  (FCMs)  perform  credit  checks  and 
establish  risk  (position)  limits  for  their  customers.    Second,  self-regulatory 
organizations  (SROs),  such  as  the  exchanges,  clearinghouses,  and  the  National  Futures 
Association,  enforce  capital  requirements.    Finally,  the  CFTC  establishes  and  enforces 
its  own  set  of  capital  rules.    The  CFTC  stated  that  it  was  their  understanding  that  the 
banking  regulators'  proposals  on  risk-based  capital  are  intended  to  address  and  limit 
bank  risk  exposures. 
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8  b)     In  general,  to  what  extent,  and  in  what  areas,  do  you  think  regulators 
should  rely  on  internal  controls  versus  regulatory  requirements? 

The  regulators  stated  in  general  that  procedures  of  risk  management,  qualified 
personnel,  documentation,  and  oversight  are  best  implemented  by  internal  controls, 
with  oversight  and  corrective  action,  if  necessary,  being  handled  by  the  regulators. 
Regulatory  requirements,  however,  are  needed  to  set  capital  standards,  accounting 
requirements,  and  disclosure  requirements.    Any  additional  regulation  would  not  be 
intended  to  replace  competent  management  and  appropriate  systems  for  reducing 
operational  risks. 

The  CFTC  added  that  generally,  with  respect  to  those  entities  subject  to  their 
regulatory  authority,  regulatory  requirements  assume  that  adequate  internal  controls 
exist.    For  example,  the  securities  and  futures  capital  and  reporting  rules  require,  as 
an  adjunct  to  required  certified  audits  of  financial  condition  of  their  regulated  entities, 
a  report  on  material  inadequacies  in  the  internal  controls  necessary  to  maintain 
adequate  capital  and  required  customer  funds  protections. 

The  regulators  in  general  had  concerns  about  imposing  inflexible  rules  upon  the 
financial  derivative  transactions.    Review  of  policy  and  actual  practice,  with  criticism 
as  necessary,  may  be  more  effective  and  less  burdensome  than  a  predetermined  set  of 
regulatory  requirements.    The  OCC  stated  that  unnecessary  regulation,  depending  on 
its  form,  has  the  potential  to:  (1)  deprive  U.S.  institutions  (both  financial  and 
otherwise)  of  an  enhanced  ability  to  manage  risk;  (2)  restrict  the  flexibility  of  U.S. 
banks  to  be  innovative  and  creative  in  developing  risk  management  products  that 
meet  the  constantly  changing  needs  of  their  clients;  (3)  deprive  U.S.  banks  of  a 
significant  and  legitimate  source  of  revenue;  and  (4)  weaken  the  competitive  position 
of  U.S.  banks  vis-a-vis  their  foreign  counterparts  and  other  U.S.  financial  insfitutions. 

The  FED  added  that  regarding  capital,  regulators  need  to  assess  the  costs  and 
benefits  of  dictating  specific  standards,  for  example,  regarding  market  and  interest  rate 
risk.    Consequently,  when  developing  the  structure  of  the  recently  issued  interest  rate 
risk  proposal,  the  banking  agencies  sought  to  minimize  reporting  burden,  to  focus  on 
institutions  taking  exceptionally  high  levels  of  risk  and  to  permit,  and  in  some  cases 
require,  the  use  of  internal  models  in  measuring  exposures.    This  approach  tries  to 
balance  the  merits  of  providing  specific  minimum  prudential  standards  with  the 
difficulties  and  costs  of  associated  with  developing  and  administering  them. 

The  SEC  requires  broker-dealers,  under  Rule  17a-5  of  the  Exchange  Act,  to 
undergo  an  annual  audit  by  an  independent  accountant  who  reviews  internal 
accounting  controls.    In  addition,  under  the  SECs  risk  assessment  recordkeeping  and 
reporting  requirements,  broker-dealers  are  required  to  maintain  and  file  with  the  SEC 
their  risk  management  policies. 
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8  c)      Do  you  feel  that  any  of  the  'Recommendations  for  Dealers  and  End- 
Users"  contained  in  the  Group  of  Thirty  report^  (Recommendations  1- 
20)  should  be  formally  mandated  by  regulation?    Please  comment  on  the 
different  issues  addressed  in  the  recommendations  with  specincity.'" 


In  general,  the  regulatory  agencies  feel  that  Recommendations  1  through  20 
contribute  to  a  better  understanding  of  sound  risk  management  and  accounting 
practices,  and  to  the  extent  they  are  adopted  by  institutions,  should  help  to  strengthen 
the  management  and  operating  practices  of  individual  institutions  and  the  financial 
system  as  a  whole.    The  regulators  do  not  see  a  need  to  formally  mandate  any  of  the 
recommendations  at  this  time,  but  instead  feel  the  recommendations  should  be 
carefully  considered  by  the  regulatory  agencies  to  bolster  their  relevant  policy 
statements  and  examination  procedures.    The  agencies  feel  that  it  is  important, 
however,  for  them  to  provide  supervisory  guidance  to  institutions,  clearly  reflecting 
supervisory  expectations  with  respect  to  the  issues  addressed  in  the  recommendations 
where  appropriate.    In  addition,  the  FDIC  added  that  should  these  recommendations 
be  codified  by  regulation,  the  general  lack  of  originality  and  specificity  in  the  Study 
may  actually  hinder  effective  supervision  by  encouraging  adoption  by  the  industry  of 
minimal  standards.    The  SEC  added  that  the  recommendations  were  not  written  with 
a  view  to  establish  a  regulatory  scheme  for  dealers  and  end-users. 

The  CFTC  stated  that  a  primary  concern  of  regulators  is  that  practices 
recommended  in  the  Study,  many  of  which  (such  as  mark-to-market)  are  required  of 
regulated  entities  subject  to  CFTC  jurisdiction,  are  not  universally  followed.    The 
CFTC  noted  that  it  would  favor  provisions  by  regulated  entities  which  encourage  non- 
regulated  counterparties  to  use  best  internal  control  practices.    The  CFTC  is 
cooperating  with  the  SEC  in  the  re-evaluation  of  relevant  capital  rule  provisions  which 
specifically  addresses  how  best  to  treat  credit  risk  in  regulated  entities. 

According  to  the  regulators,  many  of  the  concepts  contained  in  the 
recommendations  are  already  embodied  in,  and  considered  as,  part  of  the  regulatory 
process,  and  are  utilized,  or  being  considered,  by  institutions  as  pan  of  sound 
management  and  internal  control.    The  OCC  has  seen  evidence  that  most,  if  not  all, 
of  the  dealers  of  derivatives  are  conducting  internal  reviews  to  ascertain  current  and 
anticipated  future  compliance  with  the  recommendations.    Whether  some  of  these 
recommendations  should  be  reflected  in  some  formal  manner  is  one  of  many  issues 
being  considered  by  the  regulatory  agencies. 

The  FED,  for  example,  stated  that  existing  laws  and  regulations  already  provide 
the  FED  with  sufficient  authority  to  encourage  banking  organizations  to  adopt  the 
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Group  of  Thirty,  'Derivatives:  Practices  and  Principles,'  Global  Denvaiives  Study  Group,  Washington,  DC,  July  1993. 


The  FED  commenied  spedncally  on  recommendations  5  and  9.    The  OCC  did  not  comment  spectncally  on  any  of  the 
recodimendatioos.    The  FDIC  commented  specifically  on  all  of  the  tccommendaiions.    The  OTS  commenied  specifically  on  all  of 
the  recommendations  except  for  2  through  g  which  apply  to  dealers;  no  thrifts  act  as  dealers.    The  SEC  commented  specifically 
on  recommendations  2.  11,  and  20.    The  CFTC  did  not  comment  specifically  on  any  of  the  recommendations. 
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recommendations  and  to  enforce  the  safe  and  sound  operation  of  banks.    Accordingly, 
the  FED  believes  that,  in  general,  the  usefulness  of  incorporating  these 
recommendations  into  formal  regulations  is  small.    For  example,  recommendations  9, 
15,  16,  and  17  are  couched  in  necessarily  subjective  terms  to  apply  only  to  those 
institutions  to  which  the  recommendations  are  relevant. 

The  agencies  feel  that  as  markets  continue  to  develop  and  as  further 
experience  is  gained  by  industry  participants,  it  is  likely  that  these  recommendations 
will  be  further  refined.    Therefore,  it  is  important  that  the  regulatory  framework  not 
inadvertently  inhibit  the  development  of  further  refinements  or  practices  that  may  be 
developed  in  response  to  changes  in  technology,  products  or  markets.    In  addition, 
some  recommendations  may  not  apply  fully  to  all  institutions  and,  if  embodied  in 
regulations,  could  produce  unintended  results. 

The  OCC  noted  that  the  International  Swaps  and  Derivatives  Association 
(ISDA)  has  announced  a  series  of  conferences  to  educate  market  participants  about 
the  recommendations  and  to  assist  them  in  complying  with  the  recommendations. 
ISDA  has  also  announced  that  it  will  conduct  a  survey  of  market  participants  a  year 
from  now  to  determine  how  the  market  has  responded  to  the  challenges  posed  by  the 
recommendations. 


The  regulators  expressed  some  concerns  with  the  following  recommendations. 
Specific  comments  made  by  the  regulators  on  these  recommendations,  both  favorable 
and  unfavorable,  follow. 

Recommendation  3:  Market  Valuation  Methods 

The  FDIC  stated  that  inasmuch  as  mid-market  accounting  provides  a  more 
accurate  and  conservative  value,  this  is  appropriate.    However,  the  FDIC  stated  that 
even  with  the  implicit  adjustments  of  credit  spread,  these  "marks"  should  not  be  used 
to  substitute  for,  or  reduce,  required  capital  levels;  especially  if  credit  risk  adjustments 
are  not  on  an  individual  transaction  or  "derivative  only"  basis.    "Portfolio"  or  "all 
customer  activity"  bases  could  result  in  smaller  mark-to-market  adjustments  and 
possibly  lower  capital  requirements. 

In  addition,  the  FDIC  stated  that  while  mark  to  mid-market  approach  may  be 
generally  appropriate  for  dealer  banks,  this  same  treatment  may  not  be  accurate  for 
end-users.    The  latter,  which  include  most  state  non-member  banks,  would  not 
normally  have  access  to  the  lowest  possible  replacement  cost  or  best  available  sale 
price.    This  is  particularly  true  of  OTC  instruments  which  have  only  limited  liquidity 
in  any  event,  and  in  some  cases  may  only  be  unwound  through  the  original  dealer. 
The  most  accurate  accounting  treatment  in  these  instances  would  be  the  least 
favorable  (bid  side)  of  the  bid-ask  spread. 
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Recommendation  4:  Identifying  Revenup  Sources 


The  FDIC  stated  that  while  a  useful  analytical  tool,  this  methodology  tends  to 
be  complex  and  fraught  with  subjective  inteqsretations.    If  this  process  is  not 
performed  in  sufficient  detail,  the  results  may  well  be  misleading  at  best,  wrong  at 
worst.    As  the  principal  risk  analytic,  this  approach  is  probably  neither  meaningful  or 
appropriate  for  state  non-member  banks. 


Recommendation  5:  Measuring  Market  Risk 

The  FED  stated  that  it  fully  recognizes  the  importance  of  the  concept  of 
market  risk  measurement  and  its  relevance  for  supervising  and  controlling  market 
risks.    It  noted  that  this  measure  is  already  embodied  in  regulations  proposed  by  the 
banking  agencies  involving  capital  standards  for  interest  rate  risk.    Moreover, 
evaluation  of  a  bank's  estimates  of  earnings  at  risk  is  an  important  element  in 
examiner's  evaluation  of  trading  activities.    The  FDIC  added  that  this  methodology  is 
widely  used  for  determining  certain  components  of  off-balance  sheet  risk. 

While  making  calculation  easier,  the  FDIC  feels  that  this  blending  of  risks  may 
not  reveal  the  existence  of  more  severe  individual  risks.    This  recommendation  does 
recognize  that  option  portfolios  are  difficult  to  evaluate  on  a  probability  theory  basis, 
and  should  instead  utilize  "more  likely/less  likely  case"  analysis. 


Recommendation  10:  Measuring  Credit  Exposure 

The  first  part  of  the  recommendation  is  a  recitation  of  existing  industry  practice 
already  fully  accepted  by  the  regulatory  and  accounting  authorities. 

The  second  part,  recommending  the  use  of  probability  analysis,  is,  according  to 
the  FDIC,  useful  and  appropriate.    However,  the  FDIC  stated  that  the  Study  also 
seems  to  suggest  that  individual  institutions  could  use  this  analytical  approach  to 
supplant  the  current  standardized  calculation  for  the  future  exposure  component  of 
the  off-balance  sheet  capital  charge.    The  statistical  information  and  underlying 
assumptions  used  by  individual  institutions  in  probability  models  have  been  found  to 
vary  significantly,  providing  an  uncertain  framework  for  acceptable  risk-based  capital 
allocation.    Existing  regulatory  capital  requirements  mandate  the  use  of  a  standardized 
add-on  risk-based  capital  component  based  on  percentages  of  notional  principal.    The 
FDIC  would  object  to  the  recommendation  if  its  intended  application  results  in 
attempts  by  individual  institutions  to  unilaterally  lessen  the  amount  of  required  capital 
currently  impKJsed  on  them  by  the  standardized  "add-ons". 

The  OTS  agrees  with  this  recommendation  and  already  calculates  both  current 
and  potential  exposure.    The  OTS  estimates  potential  exposure  to  IRR  or  potential 
reduction  in  exposure  to  IRR  from  derivative  positions  with  the  OTS  model. 
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Recommendation  13:  Master  Agreements 

The  FED  stated  that  although  it  strongly  supports  the  increased  use  of  master 
agreements,  such  agreements  are  not  always  best.    Their  value  relative  to  specific 
counterparties  should  be  determined  on  an  individual  basis,  taking  into  account  the 
enforceability  of  cross-product  netting  and  other  legal  issues  in  the  relevant 
jurisdictions.    Although  recent  U.S.  legislation  helped  substantially  to  remove 
uncertainties  surrounding  the  treatment  of  netting  agreements  under  U.S.  law, 
considerable  legal  uncertainties  remain  for  arrangements  under  foreign  laws  or  with 
foreign  counterparties,  even  if  their  offices  are  in  the  United  States. 

The  FDIC  stated  that  the  broader  use  of  master  agreements  is  not  considered 
objectionable,  nor  in  theory  is  the  adoption  of  cross  product  agreements.    However, 
wider  use  of  bilateral  netting,  if  permitted  by  the  agencies,  does  not  imply  the 
acceptability  of  full  two-way  payments.    While  included  in  the  standard  language  of 
the  ISDA  Master  Agreements,  the  concept  of  two  way  payments  is  not  always 
consistent  with  existing  bankruptcy  and  banking  laws  which  provide  for  the  repudiation 
of  derivative  contracts  by  the  receiver  under  certain  conditions.    The  FDIC  is 
specifically  permitted  under  FIRREA  to  selectively  accept  or  repudiate  "qualified 
financial  contracts"  (with  certain  constraints),  including  certain  derivative  instruments, 
in  a  failing  bank  resolution.    The  purpose  of  the  Study  recommendation  is,  according 
to  the  FDIC,  clearly  the  more  efficient  conduct  of  derivative  activities,  but  in  the  view 
of  the  FDIC,  this  relieves  institutions  from  some  of  the  responsibility  for  detailed 
individual  credit  analysis.    The  possibility  that  full  two  way  payments  could  be 
interrupted  by  a  bankruptcy  or  other  severe  default  event  injects  a  necessary  element 
of  market  discipline  into  the  system  and  adds  an  important  layer  of  protection  for  the 
insurance  fund. 

The  OTS  concurs  with  this  recommendation. 


Recommendation  20:  Disclosures 

This  is  considered  the  area  of  the  Study  for  which  further  regulatory  guidance 
may  well  be  suitable.    FASB  105  covers  a  portion  of  these  recommendations. 
Additional  numerical  data  regarding  the  types  and  maturities  of  various  derivative 
instruments  would  be  valuable,  according  to  the  FDIC. 

The  FDIC  noted  that  the  disclosure  of  market  risk  is  not  specifically  addressed 
in  this  recommendation,  probably  because  it  is  very  difficult  to  quantify.    An 
understanding  of  management's  attitude  toward  financial  risks  and  how  derivative 
instruments  are  being  used  in  the  context  of  this  environment,  according  to  the  FDIC, 
is  an  acceptable  proxy.    Appropriate  disclosure  of  market  risk  could  also  be  gleaned 
from  the  interest  rate  risk  position  of  the  institution,  adjusted  for  various  stress  test 
levels,  and  incorporated  into  existing  interest  rate  risk  reporting  requirements. 

Although  not  specifically  mentioned  in  this  recommendation  or  anywhere  else 
in  the  Study,  dealer  disclosures  as  part  of  individual  counterparty  agreements  should, 
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according  to  the  FDIC,  be  significantly  expanded  and  improved.    Particularly  with 
regard  to  the  specific  costs  and  risks  of  derivative  instruments  in  varying  interest  rate 
or  other  market  change  scenarios.    The  FDIC  recommends  that  such  disclosures  be 
made  mandatory  when  dealers  enter  into  transactions  with  non-registered  broker- 
dealers.    This  would  encompass  the  majority  of  less  sophisticated  end-users  such  as 
many  smaller  banks,  thrifts,  businesses,  and  retail  customers. 

The  OTS  stated  that  annual  financial  statements  typically  disclose  accounting 
policies  and  analysis  of  any  material  positions  in  derivatives  at  the  balance  sheet  date. 
Management  discussion  and  analysis  in  Securities  Act  filings  typically  contain 
information  about  the  risk  profile  of  the  institution  and  how  management  uses 
derivative  instruments  to  control  risk. 

The  SEC  noted  that  the  Study  was  unable  to  find  an  objective  mechanism  for 
disclosing  market  risk  that  was  not  unduly  burdensome  to  market  panicipants  and 
was,  therefore,  unable  to  discuss  how  or  to  what  extent  market  risk  would  be 
disclosed.    However,  the  SEC  feels  that  disclosure  is  an  appropriate  subject  for 
regulation  not  only  due  to  concerns  regarding  investor  protection,  but  also  in  order  to 
counter  any  tendency  to  minimize  risks. 


The  regulators  raised  no  particular  objections  to  the  following 
recommendations.    SpeciHc  comments  made  by  the  regulators  follow. 

Recommendation  1:  The  Role  of  Senior  Management 

The  FDIC  stated  that,  more  specifically,  it  would  expect  to  see  reflected  in  the 
Board  minutes  a  full  discussion  of  the  costs,  benefits,  and  the  risks  of  an  institution's 
planned  or  ongoing  involvement  in  derivative  activities,  much  the  same  way  as  for  any 
new  business  venture.    Risk  parameters  should  be  expressed  in  terms  of  most  likely 
and  worst  case  scenarios,  with  specific  Board  and  management  approvals  for  these 
levels  clearly  enumerated. 

The  OTS  concurs  with  this  recommendation.    The  OTS  outlines  the  internal 
policies,  practices  and  procedures  that  institutions  should  use  to  comply  with 
regulations  in  interest  rate  risk  in  Thrift  Bulletin  13. 


Recommendation  2:  Maridng  to  Market 

Existing  accounting  literature,  memoranda,  and  examination  practice  requires 
this  treatment  for  these  uses  of  derivatives  by  financial  institutions.    However,  at 
present.  Call  Report  Instructions  provide  that  all  written  standby  contracts  and  other 
options  arrangements  shall  be  valued  at  a  lower  of  cost  or  market  (IX>COM),  not 
mark-to-market. 

Broker-dealers  are  required  to  mark  their  derivatives  to  market  on  a  daily  basis 
pursuant  to  the  SECs  net  capital  rule. 
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Recommendation  6:  Stress  Simulations 

The  FDIC  fully  concurs  with  this  recommendation. 

Recommendation  7:  Investing  and  Funding  Forecasts 

The  FDIC  fully  concurs  and  stated  that  a  suitably  detailed  analysis  of  earnings 
and  liquidity  should  reflect  such  forecasts,  and  is  scrutinized  under  existing 
examination  procedures  and  praaices. 

Recommendation  8:  Independent  Market  Risk  Management 

The  FDIC  fully  concurs  and  enforces  this  practice  as  part  of  its  existing 
examination  procedure. 

Recommendation  9:  Practices  bv  End- Users 

The  FDIC  concurs  with  this  recommendation.    The  codicil,  in  addition  to  size 
and  complexity,  capital  levels,  management  ability,  and  control  environments,  can  vary 
significantly  between  institutions  and  can  also  mandate  different  uses  of  this  and  other 
guidelines. 

The  OTS  also  concurs  with  this  recommendation.    The  OTS  noted  that  Thrift 
Bulletin  13  advises  thrifts  to  estimate  the  market  value  of  their  entire  asset  and 
liability  portfolio  as  a  means  of  measuring  interest  rate  risk  exposure  and  to  set 
appropriate  exposure  limits.    In  addition,  the  OTS  interest  rate  risk  model  estimates 
the  market  value  of  derivatives  of  thrifts  that  file  Schedule  CMR,  and  the  OTS 
assesses  the  reasonableness  of  the  assumptions  used  by  thrifts  to  value  their 
derivatives. 

Recommendation  11:  Aggregating  Credit  Exposure 

The  OTS  concurs  with  this  recommendation  and  stated  that  its  loans-to-one 
borrower  rule  establishes  a  maximum  credit  exposure  limit  to  one  counterparty. 

The  SEC  has  not  taken  a  position  regarding  the  advisability  of  aggregating 
credit  exposures.    However,  its  Concept  Release  on  the  net  capital  rule  requested 
comments  regarding  the  extent  to  which  netting  of  contracts  with  a  single  counterparty 
^should  be  permitted. 
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Recommendation  12:  Independent  Credit  Risk  Management 

This  recommendation  is  largely  a  recitation  of  current  industry  practice.    The 
OTS  concurs  and  already  directs  thrifts  to  maintain  the  necessary  internal  controls 
needed  to  follow  this  recommendation. 


Recommendation  14:  Credit  Enhancement 

This  is  already  an  industry  practice,  with  which  the  FDIC  and  OTS  concur. 

Recommendation  15:  Promoting  Enforceability 

The  FDIC  stated  that  the  complex  international  environment  with  regard  to 
legal  enforcement  and  business  practice  makes  this  recommendation  extremely 
challenging.    The  OTS  concurs  with  this  recommendation. 

Recommendation  16:  Professional  Expertise 

The  FDIC  fully  concurs  for  dealers.    For  end-users,  the  FDIC  feels  that  senior 
management  should,  at  minimum,  p>osses  sufficient  expertise  and  technical  knowledge 
to  fully  understand  the  specific  activities  undertaken  by  their  institutions.    In  this 
context,  senior  management  of  these  end-users  may  benefit  more  from  increased 
disclosure  of  costs  and  risks  as  provided  by  dealers  than  from  hiring  additional  in- 
house  expertise  or  consultative  "derivative  professionals." 

The  OTS  concurs  with  this  recommendation. 

Recommendation  17:  Systems 

The  FDIC  and  OTS  fully  concur  with  this  recommendation.    The  OTS  stated 
that  its  policy  directs  thrifts  to  maintain  risk  management  systems  and  controls  for 
derivatives. 

Recommendation  18:  Authority 

The  FDIC  and  OTS  fully  concur  with  this  recommendation.    The  OTS  stated 
that  it  already  directs,  in  Thrift  Bulletin  13,  that  specific  individuals  be  authorized  to 
conduct  derivative  transactions,  and  that  the  transactions  be  monitored.    OTS 
regulations  for  futures  and  options  require  the  Board  of  Directors  to  authorize  any 
trading  in  those  derivatives  and  to  establish  internal  controls  on  the  use  of  those 
derivatives. 
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Recommendation  19:  Acmunting  Practices 

The  FDIC  agrees  that  this  recommendation  is  desireable,  although  it  stated 
that  this  goal  appears  far  from  realization  at  this  time. 

The  FDIC  further  explained  that  recommendations  for  harmonization  of 
accounting  standards  include  dealer  and  trading  portfolio  mark-to-market  accounting, 
and  end-user  reflection  of  deferral  accounting  for  risk  management.    This  represents 
no  change  from  current  policy  and  practice.    Relevant  accounting  guidance  is 
embodied  in  FASB  80  and  EITF  84-7  and  84-3. 

Although  the  FDIC  concurs  that  dealers  should  generally  be  accorded  mark-to- 
market  treatment,  written  option  contracts,  including  those  by  dealers,  are  on  a 
LOCOM  rather  than  market  basis  for  Call  Report  purposes.    The  agencies  would 
need  to  consider  whether  to  change  to  market  value  for  dealer  written  options  for 
Call  Report  purposes.      For  Call  Report  treatment,  futures,  forwards,  and  written 
options  must  either  be  marked-to-market  or  LOCOM.    Interest  rate  swaps  are  in  most 
instances  permitted  deferral  accounting  treatment.    The  banking  agencies  have  long 
had  concerns  about  the  deferral  of  losses  on  future,  forwards,  and  written  options, 
especially  long-term  deferrals.    As  permitted  by  Section  121  of  FDICIA,  the  agencies 
have  continued  to  require  reporting  of  losses  on  a  cash  basis.    The  FASB  is  still 
working  on  developing  consistent  and  specific  accounting  standards  for  hedging 
activities,  but  it  may  still  be  some  time  before  these  are  adopted.      Finally,  Call 
Report  instructions  prohibit  netting  except  where  specifically  permitted.    The  FDIC 
has  not  taken  exception  to  the  practice  of  reporting  net  cash  flows  under  derivative 
contracts  such  as  interest  rate  swaps. 

The  OTS  concurs  with  this  recommendation  and  stated  that  this 
recommendation  is  consistent  with  existing  GAAP  accounting  required  by  OTS.    The 
OTS  summarized  the  GAAP  policy  for  swaps,  futures,  and  options.    In  general,  swaps 
and  futures  can  qualify  for  hedge  accounting,  and  when  they  are  not  used  for  hedging, 
they  must  be  marked-to-market.    Likewise,  purchased  options  that  are  matched  with 
balance  sheet  items  are  subject  to  hedge  accounting,  and  are  otherwise  marked-to- 
market.    Written  put  options  and  written  call  options  do  not  qualify  for  hedge 
accounting. 
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Question  #9 


Please  comment  on  the  four  'Recommendations  for  Legislators,  Regulators,  and 
Supervisors"  contained  in  the  July  1993  Group  of  Thirty  report^' 
(Recommendations  21-24)  as  they  are  relevant  to  your  agency.    Please  comment, 
on  each  recommendation  separately.  X 


The  regulators  generally  concur  with  the  four  recommendations  and  discussed 
the  steps  being  taken  that  are  consistent  with  the  recommendations. 

Recommendation  21:  Recognizing  Netting  -  Regulators  and  supervisors  should 
recognize  the  benefits  of  netting  arrangements  where  and  to  the  full  extent  that  they  are 
enforceable,  and  encourage  their  use  by  reflecting  these  arrangements  in  capital  adequacy 
standards.    Specifically,  they  should  promptly  implement  the  recognition  of  the 
effectiveness  of  bilateral  close-out  netting  in  bank  capital  regulations. 

The  regulators  stated  that  this  recommendation  is  consistent  with  the  April 
1993  recommendation  of  the  Basle  Committee  on  Banking  Supervision.^^    The  banking 
agencies  are  currently  developing  proposals  to  amend  their  risk-based  capital 
guidelines  to  conform  to  the  Basle  Committee  recommendations.    The  OTS  is 
considering  joining  this  rulemaking.    The  agencies  are  working  to  create  modifications 
to  the  risk-based  capital  requirements  with  the  intent  of  recommending  recognition  of 
bilateral  netting  in  forms  other  than  novation,  where  the  contracts  are  deemed  to  be 
legally  enforceable. 

The  FDIC  stated  that  Recommendation  21  as  currently  stands  would  have  the 
effect  of  significantly  reducing  the  amount  of  regulatory  capital  without  a  clear, 
commensurate  decrease  in  credit  risk,  unless  the  legal  uncertainties  regarding  netting 
have  been  clarified.    With  regard  to  multilateral  netting  arrangements,  the  banking 
agencies  and  international  regulatory  authorities  have  not  reached  the  point  where 
changing  the  risk-based  capital  guidelines  to  recognize  multilateral  netting  is 
considered  to  be  appropriate.    This  is  in  large  pan  due  to  insufficient  data  supporting 
the  operational  and  legal  elements  of  these  types  of  arrangements.    While,  according 
to  the  FDIC,  the  concept  appears  to  be  theoretically  sound,  a  successful  track  record 
in  the  exercise  of  these  arrangements  is  necessary  to  validate  consideration  for  a 
change  in  the  existing  capital  standards. 

The  OCC  stated  that  it  believes  that  properly  structured  netting  arrangements 
have  substantia]  benefits  not  only  for  the  panics  to  such  arrangements,  but  to  the 
financial  system  as  a  whole.    Such  benefits  include  the  reduction  in  counterparty 


Group  of  Thirty,  'Derivatives:  PnctKCS  and  Principles,'  Global  Derivatives  Siudv  Group.  Washingion.  D.C..  July  1993. 

In  a  consultative  proposal  entitled  The  Prudential  Supervision  of  Netting,  Market  Risk,  and  Interest  Rate  Risk,'  the 
Basle  Committee  recommended  that  t>ank  supetvtson  recognize  bilateral  close-out  netting,  in  addition    to  netting  by  novation,  for 
the  purpoK  of  calculating  risk-bated  capital.    The  Basle  Committee  recommendatioa  would  require  a  bank  to  satisfy  its 
supervisor  that  (1)  its  netting  contract  provides  for  netting  of  unrealized  pins  and  lotaes  in  the  event  of  the  counterparty's 
default,  (2)  it  has  obuined  written  and  reasoned  legal  opinions  that  such  netting  woukJ  be  upheld  in  relevant  jurudinions.  and 
(3)  It  has  procedures  in  place  to  ensure  that  iu  netting  arrangements  arc  kept  under  review  in  light  of  changes  in  relevant  laws. 
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credit  risk,  the  ability  to  increase  profitable  businesses  within  existing  credit  limits,  and 
the  reduction  of  settlement  risk  within  the  financial  system  as  a  result  of  the  reduced 
volume  and  amounts  of  payments  over  large-dollar  wire  transfer  systems.    The  OCC 
strongly  encourages  the  use  by  national  banks  of  legally  enforceable  netting 
arrangements  with  respect  to  their  financial  derivative  transactions.    The  OCC 
anticipates  issuing  a  notice  of  proposed  rulemaking  on  the  Basle  proposal  on  netting 
by  the  end  of  1993.    The  SEC  believes  that  netting  arrangements  have  the  effect  of 
reducing  the  overall  credit  risk  exposure  in  derivative  products,  but  has  no  effect  on 
the  market  risk  element  of  derivative  risk.    The  SECs  Concept  Release  on  the  net 
capital  rule  solicited  comment  on  netting. 

In  order  to  broaden  the  individual  and  systemic  benefits  to  be  achieved  by 
netting  arrangements,  the  OCC  recently  supported  the  FED's  proposal  to  expand  the 
definition  of  the  term  "financial  institution"  in  FDICIA  to  include  affiliates  of 
otherwise  regulated  entities.    Sections  401-407  of  FDICIA  provide  for  the 
enforceability  of  "netting  contracts"  (as  the  term  is  defined  therein)  by  "financial 
institutions". 

Settlement  risks  can  also  be  reduced  by  properly  designed  payment  netting 
arrangements.    Such  netting,  according  to  the  CFTC,  can  be  accomplished  through  a 
clearinghouse."    No  clearinghouse  arrangement  currently  exists  for  OTS  derivative 
transactions,  although  such  proposals  have  been  discussed.    The  CFTC  believes  that 
OTC  clearing  arrangements  should  be  further  discussed.    Separately,  the  CFTC 
currently  has  before  it  certain  exemptive  petitions  relating  to  reduction  of  regulatory 
requirements  for  certain  transactions  between  specified  categories  of  participants 
effected  and  cleared  through  the  facilities  of  an  exchange.** 

Recommendation  22:  Legal  and  Regulatory  Uncertainties  -  Legislators,  regulators, 
and  supervisors,  including  central  banks,  should  work  in  concert  with  dealers  and  end- 
users  to  identify  and  remove  any  remaining  legal  and  regulatory  uncertainties  with  respect 
to: 

•  Tfte  form  of  documentation  required  to  create  legally  enforceable 
agreements  (statute  of  frauds). 

•  The  capacity  of  parties,  such  as  governmental  entities,  insurance 
companies,  pension  funds,  and  building  societies,  to  enter  into 
transactions  (ultra  vires). 

•  The  enforceability  of  bilateral  close-out  netting  and  collateral 
arrangements  in  bankruptcy. 


A  dunngbousc  reduces  lyuem  nowt  becavue  each  cleann(  member  makes  only  a  tingle  payment  representing  iu  net 
propneucy  obliption  and  net  customer  obliptions  to  all  oOwr  clearing  memben. 

These  petitions  may  raise  regulatory  issues  relevant  to  the  clearing  of  non-conventional  exchange  products. 
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•  Tlie  enforceability  of  multibranch  netting  arrangements  in  bankruptcy. 

•  The  legality/enforceability  of  derivative  transactions. 

The  federal  regulatory  agencies  have  sought  to  identify  issues  that  raise 
concerns  regarding  systemic  risk  and  the  stability  of  regulated  institutions  and  the 
financial  markets,  and  have  proposed  or  supported  legislative  or  regulatory  measures 
needed  to  address  such  issues.    Such  issues  have  included  those  relating  to  the 
enforceability  of  netting  contracts  and  to  the  legality  of  OTC  derivatives  under  the 
Commodity  Exchange  Act.    The  agencies  expect  to  continue  to  examine  the  issues 
and,  where  appropriate,  propose  legislative  or  regulatory  measures  to  address  systemic 
risk  and  related  concerns.    The  OCC  noted,  however,  that  much  of  the  work  with 
respect  to  these  issues  must  be  undertaken  by  legislators,  non-bank  U.S.  supervisors 
and  regulators,  and  foreign  fmancial  institutions  supervisors  an  regulators. 

The  CFTC  has  acted  to  clarify  the  legal  status  of  swaps,  hybrids  and  certain 
energy  contracts. 

The  SEC  explained  that  there  is  legal  uncertainty  regarding  the  type  of  writing 
required  for  the  purchase  and  sale  of  OTC  derivative  transactions  due  to  conflicts 
between  the  statue  of  frauds  requirements  in  New  York's  Uniform  Commercial  Code 
and  the  New  York  General  Obligations  Law.    While  it  is  important  that  these 
uncertainties  be  resolved,  it  also  should  be  noted  that  such  uncertainties  are  not 
unique  to  New  York  and  regulators  should  support  efforts  to  promote  uniformity  in 
the  commercial  law  area.^ 

The  SEC  stated  that  the  experience  with  the  default  of  the  Drexel  Burnham 
Lambert  conglomerate  and  other  market  participants  suggests  that  there  is  a  need  for 
greater  certainty  and  coordination  in  the  area  of  bilateral  close-out  netting, 
multibranch  netting,  and  collateral  arrangements  in  bankruptcy. 

A  number  of  other  legal  issues,  however,  such  as  the  powers  of  municipalities 
and  insurance  companies  to  engage  in  derivative  transactions,  are  state  law  matters  in 
which  the  imposition  of  a  federal  standard  may  not,  according  to  the  FED,  be 
justified.    The  FED  stated  that  such  issues  should  be  addressed  by  affected  dealers 
and  end-users  at  the  appropriate  level  of  government,  with  participants  restricting 
their  activities  appropriately  until  such  uncertainty  is  resolved. 


Recommendation  23:  Tax  Treatment  -  Legislators  and  tax  authorities  are 
encouraged  to  review,  and,  where  appropriate,  amend  tax  laws  and  regulations  that 
disadvantage  the  use  of  derivatives  in  risk  management  strategies.    Tax  impediments 
include  the  inconsisteru  or  uncertain  tax  treatmeru  of  gains  and  losses  on  the  derivatives. 


Cm  (ucb  cfTon  it  ibc  Coofctcact  of  Coauninoiicn  on  Unifonn  Sate  Lawi"  oofouig  cffoits  to  icvik  Aitides  8  «ad  9 
of  Unifom  Coramucul  Code  m  tbcy  retaicd  to  ibc  cicaiioa,  pcifectioa.  tnaifer,  and  pledge  of  security  iatensa  in  lecuhiici. 
la  addition,  ia  puiiing  iu  nundiu  to  ideatify  impcdimmtt  to  ibc  pioinpi  aad  accurate  deanncc  aad  leitknieni  of  tecuriliei 
ifaauctiom,  the  Coaimiuioa's  Maitct  TiaosKtioat  Advimy  Coouaittec  coetiaiics  to  addictt  wayi  to  pnxnote  commefcial  law 
uaiforatily. 
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in  comparison  with  the  gains  and  losses  that  arise  from  the  risks  being  managed. 

The  FED  explained  that  under  the  tax  code,  capital  gains  or  losses  arise  from 
the  sale  or  exchange  of  property  which  is  a  capital  asset.    In  1988,  the  Supreme  Court 
in  Arkansas  Best  advanced  a  literalist  interpretation  of  the  definition  of  capital  asset, 
thereby  narrowing  the  exceptions  to  that  definition  so  that  may  transactions  in 
derivatives  would  be  viewed  as  giving  rise  to  capital  gains  or  losses  rather  than 
ordinary  income.    This  decision  created  significant  concern  and  uncertainty  in  the 
financial  markets  over  the  tax  treatment  of  hedging  transactions.    Prior  to  that  case, 
taxpayers  had  assumed,  underlying  in  part  on  a  earlier  Supreme  Court  case.  Corn 
Products,  that  financial  instruments  used  to  hedge  business  risks  would  receive 
ordinary  tax  treatment  if  they  had  been  purchased  for  a  business  purpose,  while 
Arkansas  Best  seemed  to  suggest  that  many  hedging  transactions  would  give  rise  to 
capital  losses  that  could  not  be  offset  against  ordinary  income.    In  other  words,  a 
taxpayer  could  be  liable  for  taxes  on  a  transaction  that  generates  no  net  income.    The 
CFTC  has  supported  addressing  the  uncertainty  engendered  by  the  IRS's  interpretation 
of  the  Arkansas  Best  case. 

The  recent  Tax  Court  decision  in  FNMA  v.  Commissioner  has  provided  some 
comfort  to  the  financial  markets  by  interpreting  Arkansas  Best  to  permit  the  statutory 
exceptions  to  the  definition  of  capital  asset  to  be  construed  liberally.    The  Tax  Court 
further  concluded  that  even  property  that  does  not  fall  within  any  of  the  statutory 
exceptions  should  receive  ordinary  tax  treatment  if  it  is  "integrally  related"  to  the 
underlying  property  which  is  excluded. 

The  decision  in  FNMA  has  not  resolved  all  of  the  uncertainty,  however,  and 
legislative  or  administrative  action  may  be  appropriate.    Absent  such  action,  for 
instruments  or  transactions  about  which  the  tax  law  is  unclear,  taxpayers  are  in  the 
position  of  taking  a  gamble  as  to  the  ultimate  tax  treatment.    Further,  where  ordinary 
income  treatment  is  not  available,  the  benefits  of  hedging  as  a  risk-reducing  tool  are 
decreased. 


Recommendation  24:  Accounting  Standards  -  Accounting  standards-setting  bodies 
in  each  country  should,  as  a  matter  of  priority,  provide  comprehensive  guidance  on 
accounting  and  reporting  of  transactions  in  financial  instruments,  including  derivatives, 
and  should  work  towards  international  harmonization  of  standards  on  this  subject.    Also, 
the  International  Accounting  Standards  Committee  should  finalize  its  accounting  standard 
on  Financial  Instruments. 

The  FED  agrees  that  reaching  an  international  accord  on  accounting  standards 
for  derivative  instruments  is  desireable.    However,  the  FED  believes  that  the 
International  Accounting  Standards  Committee  (lASC)  should  work  closely  with  the 
bank  supervisory  agencies  of  those  nations  with  significant  derivative  markets  in 
setting  uniform  accounting  rules  to  ensure  that  supervisory  concerns  about  derivatives 
are  fully  considered  by  the  LASC  and  adequately  addressed  in  any  final  LASC  rules. 
The  OTS  stated  that  this  recommendation  must  be  accomplished  by  FASB  rather  than 
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be  regulation.    The  CFTC  has  identified  in  its  Study^  accounting  standards  for 
disclosure  of  derivative  risk  as  an  area  for  coordinated  regulatory  attention. 

The  OCC  is  concerned  that  national  banks  may  be  affected  by  inconsistent 
derivative  accounting  standards  when  evaluating  the  off-balance  sheet  exposures  of 
counterparties  to  financial  derivative  transactions.    The  OCC  also  stated  that  U.S. 
banks  may  suffer  from  a  lack  of  a  level  playing  field.    The  OTS  similarly  stated  that 
the  marketplace  keeps  developing  new  financial  instruments  and  derivatives,  making  it 
difficult  for  any  accounting  standards  to  keep  current.    The  OCC  has  always 
encouraged  standardized  reporting  of  financial  derivative  transactions. 

Currently,  the  American  Institute  of  Certified  Public  Accountants  (AJCPA) 
Stockbrokerage  and  Investment  Banking  Committee  is  in  the  process  of  revisiting  the 
Audit  and  Accounting  Guide  for  Brokers  and  Dealers  in  Securities.    The  SEC  stated 
that  it  may  be  appropriate,  however,  to  ask  AICPA  to  augment  the  guide  with  more 
specific  guidance  on  internal  controls  over  derivatives,  especially  with  respect  to 
managing  market  and  credit  risks. 

In  May  1986,  the  FASB  added  a  project  on  accounting  for  financial  instruments 
to  its  agenda.    Several  resulting  memoranda  and  statements  have  particular  relevance 
to  derivative  securities,  namely  Statement  No.  105  (March  1990),  and  Statement  No. 
107  (December  1991).    These  statements  require  disclosure  of  credit  risk  and  fair 
value  of  financial  instruments.''^ 

In  September  1991,  FASB  issued  a  research  report  regarding  hedge  accounting 
which  includes  consideration  of  the  use  of  derivative  instruments  for  hedging.    In  June 
1993,  FASB  issued  another  report  to  provide  background  information  for  meetings 
held  in  September  1993  to  discuss  hedging  issues.    FASB  subsequently  issued  a  survey 
questionnaire  to  participants  at  the  meeting.-** 

lASC  currently  has  outstanding  an  exposure  draft  that  comprehensively 
addresses  accounting  and  disclosure  standards  for  financial  instruments,  to  which  the 
SEC  has  offered  comments. 


*  See  The  Repon  of  ihc  Commodity  Futures  Trading  Commimon,  '070  Deriviiive  M«ikets  ai>d  Their  ReguUtion,'  CFTC 
Wathington.  IX:.  October  1993. 

^  Suiemeni  105  u  entitled  Ditcknure  of  Infonniiion  about  Fiwincwl  Insinimenti  with  Off-Balance  Sheet  Rislt  and 
Financial  InPnimenu  with  Concentmions  of  Credit  Rak.    Sutemeni  107  is  entitled  Disclosures  about  Fair  Value  of  Financial 
Instruments. 

*  The  September  1991  repon  is  entitled  'Hedge  Accounting:  An  Exploratory  Study  of  the  Undertying  Issues'.    The  June 
1993  report  a  entitled  'A  Report  on  Deliberations,  Including  Tentatnr  Condusions  on  Certain  Issues.  ReUted  to  Accounting  for 
Hcd^ng  <od  Other  Rjsk-Adjusting  Activiues'. 
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Question  #10 


If  the  July  1993  Group  of  Thirty  'Recommendations  for  Dealers  and  End 
Users"  (Recommendations  1-20)  are  not  implemented  by  regulation,  are  there 
adequate  mechanisms  in  place  to  ensure  that  such  recommendations  will  be 
self-implemented?    Concern  has  arisen  regarding  whether  or  not  one  can 
depend  solely  on  the  forces  of  managerial  responsibility  and  market  discipline 
as  sufficient  incentives  to  motivate  firms  to  incur  the  implementation  costs  of 
the  recommendations.    Does  your  agency  believe  that  mechanisms,  such  as 
periodic  surveys  of  industry  practice,  a  timetable  for  implementation,  or  a 
monitor  of  such  actions  are  warranted? 


In  general,  the  regulators  felt  that  since  many  of  the  recommendations 
contained  in  the  Group  of  Thirty  Study  relate  to  the  adequacy  of  internal  control 
mechanisms,  management  control,  measurement  of  risk,  and  other  safety  and 
soundness  issues,  such  recommendations  are  addressed  in  the  current  supervisory  and 
examination  process.    Regulators  have  seen  evidence  that  market  participants  are 
currently  assessing  their  compliance  with  the  recommendations,  and,  with  the 
encouragement  from  the  regulators,  will  work  toward  implementing  the 
recommendations  where  appropriate.    Regulators  generally  plan  to  encourage  self- 
implementation  of  the  recommendations  through  the  examination  process.    Regulators 
stated  that  many  market  panicipants,  as  both  dealers  and  end-users,  are  already 
following  or  implementing  the  recommendations  where  appropriate.    The  OCC  stated 
that  when  reinforced  by  a  more  knowledgeable  group  of  examiners  and  a  strengthened 
examination  process,  such  guidance  should  result  in  the  types  of  procedures,  systems, 
management  and  oversight  appropriate  and  necessary  to  effectively  engage  in,  and 
manage  the  risks  associated  with,  derivative  transactions.    The  FED  added  that  certain 
current  and  proposed  requirements  dealing  with  derivatives,  in  many  cases,  go  beyond 
those  recommended  in  the  Study. 

The  FED  stated  that  it  would  be  desirable  for  major  market  participants,  both 
dealers  and  end-users,  to  adopt  praaices  that  are  generally  consistent  with  most  of 
the  recommendations.    Toward  that  end,  the  FED  would  welcome  further  private 
sector  initiatives  designed  to  facilitate  implementation  of  many  of  the 
recommendations.    The  FED  would  expect  and  encourage  further  follow-up  efforts  by 
the  Group  of  Thirty,  as  the  Group  of  Thirty  has  been  effective  in  the  past  in 
implementing  its  previous  recommendations  in  other  areas. 

For  their  part,  the  banking  industry,  fmancial  analysts,  and  accounting 
professionals,  can  do,  and  are  doing,  much  to  ensure  the  adoption  of  key 
recommendations.    In  addition,  the  Bank  for  International  Settlements  (BIS)  can  be 
expeaed  to  provide  incentives  to  institutions  to  adopt  certain  recommendations,  such 
as  the  adoption  of  bilateral  close-out  netting  and  the  use  of  value-at-risk  measures. 

Of  greater  concern  to  the  FDIC  is  that  the  industry  will  rush  to  embrace  two 
portions  of  the  Study  not  acceptable  to  the  FDIC,  namely:  (1)  the  use  of  probability 
analyses  by  individual  banks  to  measure  their  own  market  risk  and  by  inference 
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capital  requirements,  on  a  bank-by-bank  basis,  in  place  of  the  existing  standardized 
"add-on"  approach;  and  (2)  the  application  of  unlimited  two-way  payments  to 
determine  credit  exposure  levels  as  part  of  a  broader  definition  of  bilateral  netting. 

The  CFTC  stated  that  the  Group  of  Thirty  could  itself  establish  a  timetable  for 
adoption  of  these  recommendations  and  monitor  and  report  on  the  degree  of 
compliance,  steps  which  it  has  undertaken  in  the  case  of  its  recommendations  for 
improved  settlement  procedures  in  the  global  securities  markets.    The  CFTC  supports 
including  internal  controls  on  the  agenda  of  the  interagency  coordinating  council 
recommended  in  its  OTC  derivatives  repon.^' 

The  OCC  noted  that  the  International  Swap  and  Derivatives  Association 
(ISDA)  has  announced  a  series  of  conferences  to  educate  market  participants  about 
the  recommendations  and  to  assist  them  in  complying  with  the  recommendations. 
ISDA  has  also  announced  that  it  will  conduct  a  survey  of  market  participants  a  year 
from  now  to  determine  how  the  market  has  responded  to  the  challenges  posed  by  the 
recommendations. 


^  Sec  the  Report  of  the  Coninodily  Futurcf  Tradiag  Commatioci,  'OTC  Derivative  Marfcea  and  Their  Refulation,'  CFTC 
WMhiiigloB.  DC  October  1993.    The  study  was  teleaied  on  Oaober  2S,  1993. 
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Question  #11 


Pleas«  comment  on  whether  institutions  should  be  required  to  establish 
separately-capitalized  subsidiaries  to  conduct  derivative  activities. 

Generally,  the  bank  regulators  see  little  merit  in  requiring  derivative  activities 
be  conducted  in  separately  capitalized  subsidiaries.    The  risks  involved  in  derivative 
activities  are  similar  to  risks  that  banks  manage  on  a  daily  basis.    Derivatives  have 
been  a  consistent  source  of  profitability  for  the  banking  industry.      Forcing  these 
activities  into  a  subsidiary  would  increase  the  cost  to  banks  and  prevent  certain  banks, 
particularly  small,  end-user  banks  from  engaging  in  derivative  activities  that  may 
enable  them  to  more  effectively  manage  risk. 

The  FDIC  points  out  that  for  sound,  well  capitalized  institutions  there  is  little 
need  for  the  establishment  of  a  subsidiary.    Such  a  well-managed,  well  capitalized 
institution  already  is  rewarded  in  the  marketplace  with  a  higher  credit  rating  and 
lower  possible  transaction  costs  with  prospective  counterparties.    Alternatively,  for 
weaker  institutions  who  would  most  benefit  from  a  subsidiary  requirement,  the 
allocation  of  capital  away  from  supporting  deposit  liabilities  into  a  subsidiary  may  be 
problematic  from  a  supervisory  perspective. 

The  FED  indicates  that  requiring  separate  subsidiaries  might  hamper  the  global 
competitiveness  of  U.S.  banking  organizations.    One  of  the  goals  of  the  Basle  Accord 
was  to  create  an  international  level  playing  field.    Promulgating  a  subsidiary 
requirement  for  U.S.  banks  could  undermine  U.S.  banks  in  the  international  market 
and  undermine  their  long  term  profitability. 

The  SEC  has  indicated  that  many  securities  firms  conduct  OTC  derivative 
activities  in  unregistered  broker-dealer  affiliates.    Activities  may  be  conducted  in  an 
affiliate  if  they  do  not  constitute  securities  trading.    Three  firms  have  set  up 
separately  capitalized,  AAA-rated  derivative  product  companies  (DPCs)  to  take 
advantage  of  the  market  opportunities  associated  with  a  high  credit  rating.    Securities 
firms  generally  conduct  derivative  activities  in  affiliates  to  avoid  the  conservative 
treatment  of  credit  risk  required  by  the  net  capital  rule  for  broker-dealers. 

The  CFTC  indicates  that  legal  questions  may  exist  regarding  the  separateness 
of  a  DPC  in  an  insolvency  situation. 
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Question  #12 

12  a)    Do  you  believe  the  netting  provisions  contained  in  the  Bankruptcy  Code, 
FIRREA,  and  FDICIA  should  be  conformed  to  a  single  standard?    Do 
the  netting  provisions  in  these  statutes  adequately  cover  all  situations? 
If  not,  what  situations  do  and  don't  they  cover? 

The  banking  agencies  agree  that  the  legal  standards  for  netting  under  the 
Bankruptcy  Code,  FIRREA,  and  FDICIA  should  be  conformed.    Uniform  standards 
would  provide  greater  certainty  to  the  market. 

Differences  in  coverage  by  FDICIA,  FIRREA  and  the  Bankruptcy  Code  appear 
to  have  created  legal  uncertainty.    The  legal  uncertainty  appears  to  emanate  mainly 
from  the  definitional  sections  of  FIRREA  and  the  Bankruptcy  Code. 

FDICIA  contains  the  broadest  provisions  validating  both  bilateral  and 
multilateral  netting  in  the  events  of  default.    "Financial  institutions"  covered  by  the 
FDICIA  provisions  include  depository  institutions,  securities  brokers  or  dealers,  futures 
commission  merchants,  or  other  institutions  determined  by  the  Federal  Reserve  Board 
of  Governors.    The  FDICIA  netting  provisions  apply  to  all  valid  netting  contracts 
between  covered  parties,  notwithstanding  any  other  provision  of  law.    FDICIA 
expressly  avoids  defining  specific  types  of  financial  contracts  for  inclusion  under  its 
netting  provisions. 

While  the  FDICIA  netting  provisions  have  broad  scope  and  cover,  without 
limitation,  all  types  of  financial  contracts  subject  to  netting,  both  FIRREA  and  the 
Bankruptcy  Code  expressly  enumerate  the  types  of  contracts  that  may  be  netted. 
Under  FIRREA,  a  contract  may  be  netted  if  the  contract  is  defined  as  a  'qualified 
financial  contract"  (QFC).    FIRREA  established  the  enforceability  of  the  netting 
provisions  of  master  agreements  with  respect  to  QFCs  entered  into  by  failed  financial 
institutions.    As  defined,  a  QFC  means  any  securities  contract,  commodity  contract, 
forward  contract,  repurchase  agreement,  swap  agreement,  or  similar  agreement  as 
determined  by  the  FDIC.  [12  U.S.C.  §  1821(e)(8)] 

In  comparison,  the  1990  amendments  to  the  Bankruptcy  Code  permit  exceptions 
to  the  automatic  stay  provisions  for  certain  types  of  financial  contracts  that  fall  under 
the  Code's  definition  of  "swap  agreements."    Funher  coverage  for  netting  purposes 
may  occur  under  the  Code's  definitions  of  "forward  contracts"  or  "securities  contracts." 
In  addinon  to  the  automatic  stay  provisions,  the  Code  imposes  substantive  conditions 
on  setoffs  of  obligations  other  than  swap  agreements  that  are  not  imposed  by 
FIRREA  or  FDICIA.     Under  the  Code's  definition  of  "swap  agreement,"  twelve 
specific  types  of  financial  contracts  are  enumerated  with  a  general  provision  that 
includes  coverage  of  "any  other  similar  agreement." 

Great  legal  uncertainty  exists  under  the  Code  and  FIRREA  where  netting  is 
limited  only  to  specific  types  of  contracts  that  are  expressly  enumerated.    Describing 
the  definitional  problems,  the  FDIC  explains  that  under  the  Code  "if  a  derivative 
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product  satisfies  the  definition  of  swap  agreement  on  all  sides  of  the  netting 
transaction,  the  netting  can  proceed  without  regard  to  either  the  automatic  stay,  the 
trustee's  avoidance  powers,  or  the  risk  of  selective  repudiation  of  contracts.    On  the 
other  hand,  if  a  derivative  product  does  not  fit  the  Code's  definition  of  a  swap 
agreement,  such  as  equity  derivatives,  bond  options,  spot  foreign  exchange  agreements 
or  possible  instruments  not  in  existence,  there  will  be  substantial  legal  uncertainty  and 
delay  in  at  least  four  situations  involving  a  bankruptcy  debtor  who  has  a  net 
obligation  or  net  entitlement."    The  FDIC  then  lists  four  examples  as  follows: 

•  If  a  derivative  product  does  not  fit  within  the  Bankruptcy  Code's  definition  of 
"swap  agreement"  the  automatic  stay  will  delay  the  netting  transaction. 

•  If  the  parties  to  a  derivative  transaction  seek  to  net  a  swap  agreement  across 
product  types,  it  is  unclear  whether  the  exception  to  the  automatic  stay  applies 
to  the  netting  provision  of  the  document. 

•  If  a  party  seeks  to  net  across  product  types,  there  is  also  uncertainty  as  to 
whether  the  master  agreements  should  be  treated  as  one  single  executory 
contract  which  can  be  immediately  terminated.    If  the  agreements  are  treated 
as  separate  contracts  there  is  a  chance  of  selective  repudiation. 

•  If  a  derivative  product  does  not  come  under  the  definition  of  "swap  agreement," 
there  is  risk  that  the  transaction  would  not  be  protected  from  the  trustee  in 
bankruptcy's  avoidance  powers. 

The  OCC  provides  that:  "Similarly,  under  FIRREA,  a  dealer  may  face  the  risk 
of  selective  repudiation  among  several  qualified  financial  contracts,  if  it  does  not 
persuade  a  receiver  or  conservator  that  all  transactions  under  a  master  agreement  are 
'swap  agreements.'    This  risk  may  be  diminished,  however,  if  the  master  agreement 
contains  a  provision  that  provides  a  basis  for  terminating  all  transactions  under  the 
master  agreement  if  there  is  an  attempt  to  repudiate  any  of  the  transactions 
documented  thereunder." 

The  FDIC  and  the  OCC  appear  to  advocate  conforming  the  Bankruptcy  Code 
and  FIRREA  to  be  consistent  with  FDICIA  by  not  tying  the  validation  of  netting 
agreements  to  any  specific  type  of  transaction.    This  would  be  consistent  with  each  of 
the  bank  regulators  favorable  view  on  a  uniform  standard. 

In  addition,  the  FED  indicates  that  under  both  the  Bankruptcy  Code  and 
FIRREA  it  is  unclear  whether  federal  funds  transaaions  or  spot  contracts  would  be 
covered.    Presumably,  any  legislation  should  clarify  this  point. 

Separately,  the  FDIC  commented  that  its  experience  in  the  Bank  of  New 
England  (BNE)  case  under  the  FIRREA  provisions  concerning  QFCs  occurred  without 
any  problems.    All  derivative  contracts  at  BNE  were  considered  QFCs  and  were 
transferred  to  a  bridge  bank.    The  effect  of  this  transfer  was  to  have  the  FDIC 
temporarily  step  in  as  a  counterparty  in  place  of  the  failed  institution.    Based  on  its 
BNE  experience,  the  FDIC  would  recommend  increasing  the  recordkeeping 
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responsibility  of  individual  banks  so  that  data  could  be  compiled  in  a  more  efficient 
manner.    Alternatively,  the  FDIC  would  advocate  expanding  the  24  hour  notification 
period  under  FIRREA  during  which  the  FDIC  must  evaluate  a  failed  institution's 
derivative  portfolio  to  determine  which  contracts  are  QFCs  and  assign  a  value.    This 
would  reduce  the  FDIC's  potential  for  error. 

Finally,  the  CFTC  indicates  concern  that  the  provisions  of  FIRREA  and 
FDICIA  do  not  contravene  the  existing  priorities  for  the  disposition  of  property  of 
regulated  futures  brokers  under  the  Bankruptcy  Code  and  the  CEA. 
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12  b)   How  was  the  resolution  of  derivative  contracts  handled  in  the  failure  of 
the  Bank  of  New  England?*"    How  effective  were  the  current  legal 
mechanisms  in  resolving  the  contracts?  (FDIC) 


According  to  the  FDIC,  all  derivative  contracts  in  the  BNE  case  met  the  legal 
definition  of  "qualified  financial  contracts"  and  were  transferred  to  the  bridge  banks 
that  were  formed  to  absorb  certain  assets,  liabilities  and  off-balance  sheet  obligations 
of  the  failed  bank  and  its  subsidiaries.    The  effect  of  this  transfer  was  to  have  the 
FDIC  temporarily  step  in  as  counterparty  in  place  of  the  failed  institution.    Generally, 
this  process  of  timely  notification  and  other  requirements  of  the  FDI  Act  was, 
according  to  the  FDIC,  carried  out  without  any  problems.    Based  on  its  BNE 
experience,  the  FDIC  would  recommend  increasing  the  recordkeeping  responsibility  of 
individual  banks  so  that  data  could  be  compiled  in  a  more  efficient  manner. 


*"  On  Jinuary  6.  1991.  rederal  rcgulaton  teatd  the  Bank  of  New  EngUnd  (BNE)  and  lU  subtidunet.    BNE,  wiih  J22 
billioo  in  ttteu.  wu  the  countryt  33id  lartest  txnkini  cooipuiy.    According  to  regulaton.  BNEt  troubles  were  caused  prunanly 
by  lU  aggressive  real  estate  lending  in  a  local  ecofwmy  that  subsequently  declined.    At  the  time  it  failed,  BNE  was  the 
counierpacry  in  a  number  of  derivative  contracts.    Actoiding  to  industry  sources,  the  conlractt  were  unwound,  or  settled, 
■smoothly'  with  the  cooperation  of  the  other  counterparties  invoJved.    No  significant  losses,  if  any,  were  incurred  by  any  party. 
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12  b)   Please  discuss  the  resolution  of  derivative  contracts  in  the  failure  of 
Drexel  Burnham  Lambert.    How  effective  were  the  current  legal 
mechanisms,  such  as  the  Bankruptcy  Code,  in  resolving  the  contracts? 
(SEC  and  CFTC) 

Drexel  Burnham  Lambert  Group  Inc.  (DBL  Group),  and  its  swap  subsidiary, 
DBL  Products,  went  bankrupt  in  1990  at  which  time  they  were  the  counterparty  in  a 
number  of  derivative  contracts.    According  to  industry  participants  and  regulators 
involved,  the  contracts  were  unwound,  or  settled,  "smoothly"  with  the  cooperation  of 
the  other  counterparties  involved.    The  unwinding  process  was  accomplished  without 
apparent  adverse  effects  on  domestic  and  foreign  financial  markets,  and  no  taxpayer 
money  was  lost. 

Because  DBL  Group  filed  for  bankruptcy,  most  counterparties  to  DBL 
Product's  swap  transactions  were  not,  under  the  terms  of  the  swap  agreements, 
obligated  to  pay  the  money  they  owed  since  DBL  Products  technically  defaulted  on 
the  swaps.    However,  virtually  all  counterparties  paid  Drexel  the  money  they  owed  for 
various  reasons  described  below.    Many  counterparties  had  unwound  their  contracts 
with  Drexel  upon  anticipation  of  the  failure.    When  Drexel  began  having  financial 
difficulties  in  February  1990,  the  SEC,  the  CFTC,  the  Federal  Reserve  Bank  of  New 
York,  and  the  National  Association  of  Securities  Dealers  (NASD)  oversaw  the 
unwinding  of  the  activities  of  Drexel,  including  the  derivative  activities.    To  the  extent 
that  derivative  activities  were  conducted  in  Drexel's  registered  broker-dealer,  the  SEC 
was  able  to  wind  down  these  contracts  in  an  orderly  manner,  without  any  cost  to  U.S. 
taxpayers.    The  agencies  did  not,  however,  closely  monitor  Drexel's  unwinding  of  its 
swap  agreements,  as  the  swaps  were  in  an  unregistered  affiliate.    According  to 
industry  participants  involved,  however,  the  various  financial  markets  were  generally 
unaffected  by  Drexel's  unwinding  activities. 

The  failure  of  Drexel  was  a  stimulus  behind  the  passage  of  the  Market  Reform 
Act  of  199(J*'  which  gave  the  SEC  the  ability  to  monitor  the  activities  of  broker- 
dealer  unregistered  affiliates  under  rules  implementing  a  risk  assessment  program.    In 
addition,  the  bankruptcy  case  of  DBL  Products  was  initiated  prior  to  the  June  25. 
1990  effective  date  of  amendments  to  the  Bankruptcy  Code  concerning  the  treatment 
of  swap  transactions. 

DBL  Group  conducted  its  swap  trading  activities  though  DBL  Products.    DBL 
Products  was  engaged  in  the  business  of  providing  interest  rate  risk  management 
strategies  and  acted  as  principal  in  interest  rate  swap  transactions.    Virtually  all  swap 
contracts  entered  into  by  DBL  Products  designated  its  parent,  DBL  Group,  as 
guarantor  of  DBL  Products  performance  under  the  contract.    The  contracts  provided 
further  that  the  guarantor's  filing  for  bankruptcy  constituted  a  default  by  DBL 
Products,  giving  rise  to  termination  rights  of  DBL  Products'  counterparties. 

The  DBL  Group  Board  of  Directors  filed  for  Chapter  11  for  DBL  Group  on 
February  13,  1990.    DBL  Products,  however,  and  two  other  Drexel  subsidiaries 

*^  P.U  101-432. 
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decided  not  to  commence  bankruptcy  proceedings  at  that  time,  and  instead  DBL 
Group  publicly  announced  its  intention  to  cause  its  subsidiaries  to  wind-down  their 
respective  operations  in  order  to  maximize  the  value  of  their  respective  assets  and 
minimize  respective  liabilities.    On  February  13,  1990  DBL  Products  had  a  swap  book 
with  customers  consisting  mostly  of  savings  and  loan  institutions  as  well  as  other 
dealers  and  corporate  end-users.    Many  of  these  savings  and  loans  had  low  credit 
ratings  and  were  required  to  post  collateral  under  their  swap  agreements. 

Virtually  all  of  DBL  Product's  swap  agreements  reportedly  included  a  limited 
two-way  payments  clause  ("walk-away  clause),  which  permitted  the  non-defaulting  party 
to  walk  away  from  its  obligations.    DBL  Group's  bankruptcy  filing  placed  DBL 
Products  in  default  and  gave  most  of  its  non-defaulting  counterparties  the  right  to  rely 
on  the  contract's  walk-away  clause  and  not  pay  DBL  Products  the  money  owed  to  it. 
Over  70%  of  DBL  Product's  counterparties  owed  DBL  Products  money.    Nevertheless. 
only  a  handful  of  DBL  Product's  counterparties  took  advantage  of  the  walk-awav 
clause  and  instead  paid  DBL  Products  the  monev  owed  to  it.    According  to  the 
CFTC,  this  was  due  to  a  number  of  factors. 

First,  although  DBL  Products  was  technically  in  default  under  its  swap 
contracts,  it  was  not  yet  in  bankruptcy,  and  thus  remained  free  to  aggressively 
negotiate  settlements  with  its  counterparties  without  the  limitations  of  the  automatic 
stay.    This  Drexel  did  with  great  success.    Second,  as  to  the  70%  of  the 
counterparties  who  owed  DBL  Products  money  under  swap  contracts  (counterparties 
who  were  "out-of-the-money"),  DBL  Products  reportedly  threatened  to  challenge  their 
right  to  "walk-away"  through  litigation.    Unresolved  questions  about  the  enforceability 
of  the  walk-away  clause  and  the  prospect  of  lengthy  and  expensive  litigation  were 
powerful  incentives  for  counterparties  to  negotiate  with  DBL  Products.    Third,  in 
addition  to  these  concerns,  many  DBL  Products'  counterparties  also  entered  swap 
transactions  with  other  "big  players"  in  the  OTC  swap  markets  and  feared  that  these 
institutions  would  be  less  likely  to  do  business  with  them  in  the  future  if  they  sought 
to  take  advantage  of  their  walk-away  clause  with  Drexel.    DBL  Products  recovered 
100  cents  on  the  dollar  from  most  counterparties  owing  DBL  Products  money  under 
their  contracts. 

DBL  Products  also  reportedly  threatened  counterparties  that  were  owed  money 
by  DBL  Products  (counterparties  who  were  "in-the-money")  with  the  prospect  that  the 
DBL  Products  might  file  for  bankruptcy  protection.    Such  a  filing  might  have 
significantly  delayed  recovery  by  those  counterparties  and  have  resulted  in  smaller 
payouts  than  were  then  being  offered  by  DBL  Products.    DBL  Products  paid  to  such 
counterparties  approximately  70-75%  of  the  agreement  value  of  the  contracu. 

DBL  Products'  traders  were  able  to  dispose  of  90%  of  the  firm's  swaps 
portfolio  within  tvw)  months  after  the  unwind  process  had  begun,  without  apparent 
adverse  effects  on  the  financial  markets. 
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12  c)    How  did  the  withdrawal  of  certain  uncommitted  credit  lines  and  other 
funding  difficulties  in  1991  for  Salomon  Brothers  resulting  from  the 
Government  Securities  issue  effect  their  ability  to  meet  their  derivative 
obligations?*^    (SEC  and  CFTC) 


According  to  the  SEC,  despite  its  Treasury  auction  violations  and  the  related 
investigation  and  penalties,  Salomon  was  able  to  meet  all  of  its  existing  obligations  to 
customers  and  creditors,  including  those  involving  derivative  products.    After  disclosure 
of  its  Treasury  auction  violations,  however,  the  number  of  new  interest  rate  swaps  into 
which  Salomon  entered  declined.    This  may  have  been  a  result  of  counterparties' 
reluctance  to  do  business  with  a  firm  whose  long-term  prospects  at  that  time  had 
been  called  into  question.    Nevertheless,  according  to  the  SEC,  it  does  not  seem  that 
Salomon's  ability  to  satisfy  its  ongoing  obligations  was  adversely  affected  by  its 
involvement  in  the  Treasury  auction  issue. 

The  Treasury  auction  issue  did  not  result  in  any  CFTC  action  against  Salomon 
for  violations  of  CFTC  regulations  governing  futures  trading.    Salomon's  compliance 
with  financial  requirements,  such  as  segregation  of  customer  funds  and  maintenance  of 
adequate  net  capital,  was  monitored  by  its  designated  self-regulatory  organization 
(DSRO).    The  CFTC  in  turn  was  in  frequent  contact  with  the  DSRO  on  the  situation. 
The  DSRO  also  did  not  report  that  Salomon  Brothers  was  unable  to  comply  with 
CFTC  financial  requirements  at  any  time  during  that  period. 
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la  1991,  Salomon  Brothen  rtponcdiy  ficed  the  witbdnwal  of  certain  unconiinined  credit  lines  and,  for  a  period  of 

time,  certain  funding  difficultiet  resulting  from  the  Treasury  auction  issue.  On  August  9,  1991.  Salomon  Brothers,  Inc.  announced 

that  it  had  reported  to  the  appropriate  gcwenunent  agencies  the  discovery  of  violations  of  law  and  other  irregularities  in  certain 

bids  that  it  had  submitted  in  several  auctions  of  U.S.  govenunent  secunties  dunng  the  previous  year.    On  ^4ay  20,  1992.  Salomon 

settled  the  Treasury  auction  investigation  by  paying  a  S290  million  flne,  agreeing  to  an  SEC  injunction  and  administrative  order, 

and  being  suspended  from  trading  activity  with  the  Federal  Reserve  Bank  for  two  years.  Other  investment  banks  were  also  fined 

on  similar  charges.    At  that  time,  Sakxnon  was  the  counterparty  in  a  number  of  derivative  contracts. 
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Question  #13 


Recommendations  contained  in  the  July  1993  Group  of  Thirty  Report 
(Recommendation  20)  and  elsewhere  state  that  until  harmonized  accounting 
and  disclosure  standards  are  set,  certain  disclosures  should  be  made  by 
dealers  and  end-users.    Although  a  disclosure  regarding  credit  risk  is 
recommended,  a  similar  disclosure  for  market  risk  is  not  mentioned.    Should 
summary  measure  of  market-risk  exposure  be  disclosed?    If  so,  what  form 
should  such  a  measure  take? 


G-30  Study  Recommendation  20  on  Disclosures  provides: 

Financial  statements  of  dealers  and  end-users  should  contain  sufficient 
information  about  their  use  of  derivatives  to  provide  an  understanding  of  the 
purposes  for  which  transactions  are  undertaken,  the  extent  of  transactions,  the 
degree  of  risk  involved,  and  how  the  transactions  have  been  accounted  for 
Pending  the  adoption  of  harmonized  accounting  standards,  the  following  disclosures 
are  recommended: 

.    •         Information  about  management's  attitude  to  financial 
risks,  how  instruments  are  used,  and  how  risks  are 
monitored  and  controlled. 

•  Accounting  policies. 

•  Analysis  of  positions  at  the  balance  sheet  date. 

•  Analysis  of  the  credit  risk  inherent  in  those  positions. 

•  For  dealers  only,  additional  information  about  the 
extent  of  their  activities  in  financial  instruments. 

a)  FDIC 

The  FDIC  believes  that  the  areas  of  disclosure  discussed  in  the  G-30  Study  are 
appropriate  for  published  financial  reporting  purposes.    While  such  disclosures  may  be 
appropriate  for  dealers,  the  FDIC  does  not  believe  that  enough  disclosure  exists  by 
dealers  to  unsophisticated  end-users.    FDIC  is  particularly  worried  about  small 
unsophisticated  state  non-member  banks  that  may  be  end-users  of  derivatives.    The 
absence  of  disclosures  provides  significant  examination  problems  when  these 
instruments  are  encountered  at  FDIC  regulated  banks.    This  could  lead  to  hidden 
risks  as  these  products  are  introduced  to  the  retail  customers  of  insured  institutions. 
The  FDIC  finds  it  notable  that  the  G-30  Study  fails  to  address  the  issue  of  disclosure 
to  end-users.    The  FDIC  believes  that  increased  disclosures  to  end-users  represents  a 
significant  departure  from  current  industry  practice  and  would  require  substantial 
implementation  costs.    It  believes  that  such  detailed  disclosures  may  be  significantly 
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more  useful  than  the  general  summary  of  market  risk  narrative  suggested  by  the  G- 
30. 

b)  OCC 

The  OCC  strongly  supports  GOO  Recommendation  20.    The  OCC  is 
particularly  interested  in  the  possibility  of  the  disclosure  of  a  "loan  equivalency 
measure"  as  part  of  the  analysis  of  credit  risk  described  in  Recommendation  20.    The 
loan  equivalency  measure  determines  the  equivalent  on-balance  sheet  exposure  for  an 
off-balance  sheet  risk  created  by  a  derivative  transaction.    The  loan  equivalency 
amount  considers  both  credit  and  market  risk.    The  OCC  is  also  reviewing  the 
disclosure  of  the  market  value  of  out-of-the-money  contracts  to  supplement 
replacement  cost  information  about  market  risk. 


c)  FED 

The  FED  expresses  concern  about  competitive  sensitivities  and  the  reporting 
burden  that  disclosures  may  entail.    Methods  for  reporting  meaningful  assessments  of 
"value  at  risk"  need  to  be  fully  explored.    The  FED  believes  that  the  "value  at  risk 
concept  discussed  in  the  G-30  study  needs  to  be  more  fully  explored  but  is  not 
prepared  to  make  a  final  determination  on  the  issue.    The  FED  appears  to  be  unsure 
whether  a  summary  measure  for  market  risk  for  supervisory  purposes  is  appropriate 
for  disclosure  purposes.    The  summary  measure  for  supervisory  purposes  may  have 
shortcomings  due  to  regulatory  burden.    Permitting  institutions  to  use  their  internal 
models  for  risk  measurement  is  one  way  that  the  regulators  are  trying  to  reduce  the 
burden.    Although  waiting  for  comment  on  the  disclosure  of  market  risk  measures,  the 
FED  encourages  institutions  to  disclose  both  qualitative  and  quantitative  measures  of 
market  risk.    "Generally  such  disclosures  should  address  exposures  to  a  number  of 
both  rising  and  declining  rate  environments  in  order  to  convey  the  asymmetries  in  the 
sensitivity  of  their  on-  and  off-  balance  sheet  positions.    Disclosures  should  also 
discuss  the  nature  of  stress  tests  used  to  measure  exposure."    The  FED  indicates  that 
further  disclosures  related  to  derivatives  and  market  risk  may  be  adopted  pursuant  to 
the  FDICIA  audit  provisions. 


d)QIS 

The  OTS  agrees  with  Recommendation  20  but  does  not  believe  it  should  be 
implemented  by  new  regulations.  Management  discussion  and  analysis  in  Securities 
Act  filings  contain  adequate  information  regarding  derivatives. 


e) 

The  SEC  requires  extensive  disclosures  related  to  derivatives  that  go  beyond 
GAAP  standards.    Generally,  GAAP  does  not  require  disclosure  of  a  market  risk 
factor,  although  certain  portion  of  market  risk  may  be  accounted  for  in  disclosing  the 
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fair  market  value  of  derivatives.    Under  Regulations  S-X  the  SEC  requires  disclosures 
that  do  lake  into  account  market  risks  related  to  interest  rates  and  maturity  dates  of 
long-term  instruments.    Pursuant  to  Regulation  S-X  the  SEC  requires  disclosures  that 
are  reasonably  expected  to  have  a  material  impact  on  future  income.    This 
presumably  may  include  information  on  market  risk. 

The  SEC  indicated  that  the  safety  and  soundness  objectives  of  risk-based 
capital  make  a  single  measure  of  market  risk  available.  However,  it  is  unclear 
whether  such  a  number  would  be  of  significant  benefit  to  investors. 


0  CFTC 

The  CFTC  has  extensive  rules  for  disclosure  of  market  risks  to  customers. 
General  issues  of  accounting  and  disclosure  should  be  taken  up  by  the  regulators  on  a 
coordinated  basis. 
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Question  #14 


Please  comment  on  the  notion  of  establishing  a  clearinghouse  offset  mechanism 
for  swaps  transactions.    How  would  a  clearinghouse  offset  separately  affect 
dealers  and  end-users?    Would  either  benent  more  than  the  other? 


There  appears  to  be  a  prevailing  consensus  among  regulators'''  that  while 
clearinghouse  arrangements  have  some  merits,  they  should  not  be  implemented  in  the 
swaps  markets  at  this  time.**    Regulators  qualified  this  general  conclusion  by  saying 
that  a  properly  designed  and  properly  implemented  clearinghouse  system  could  well 
serve  the  OTC  markets,  and  it  may  make  sense  to  consider  such  a  proposal  in  the 
future. 

In  their  written  responses,  regulators  cited  several  benefits  associated  with 
clearinghouse  offset.    Included  among  them  were: 

(i)  Allows  greater  participation/provides  increased  competition; 

(ii)  Increases  liquidity  for  the  market; 

(iii)  Potentially  lowers  overall  costs  to  operate  in  the  markets; 

(Iv)  Reduces  counterparty  credit  risks; 

(v)  Guaranteed  settlement; 

(vi)  Improves  data  collection  and  trade  matching; 

(vii)  Standardizes  back-office  systems,  leading  to  further  operational  cost  savings;  and 

(viii)  Facilitates  prompt  closing  of  a  failed  participant's  positions. 

Despite  these  benefits,  the  regulatory  community  feels  that  drawbacks 
associated  with  clearinghouse  implementation  and  potential  systemic  issues  outweigh 
the  advantages.    The  FDIC  stated  that  "clearinghouse  offset  is  practical  only  with  the 
use  of  standardized  contracts,  and  that  the  loss  of  flexibility  [associated  with 
clearinghouse  offset]  would  outweigh  any  benefits."    The  FDIC  added  that  OTC  swaps 
[as  they  are  currently  structured]  can  provide  more  precise  hedging  and  risk 
management  vehicles.    The  OTS  indicated  that  "some  types  of  swaps  could  be  run 
through  a  clearinghouse  mechanism,  but  there  is  still  a  large  segment  [of  the  swap 
market]  for  which  a  clearinghouse  would  be  an  inefficient  solution." 

By  far  the  most  important  concern  on  the  part  of  regulators  was  the  issue  of 
systemic  risk.    The  FDIC  was  of  the  opinion  that  "a  clearinghouse  mechanism  could 
potentially  expose  dealers  to  unquantified,  and  possibly  very  large,  failure  risk  of  a 
member  dealer,  unless  the  clearinghouse  itself  was  substantially  capitalized."    The 
FED  added  that  "multilateral  netting  through  a  clearinghouse  may  obscure  the  level  of 


*^  Including  the  New  York  Sute  Banking  Board. 

**  The  CFTC  inued  an  order  geoerally  ezempcing  swaps  from  regulation  under  the  CEA  on  January  14.  1993  (58  FR  SS87, 
January  22,  1993).    In  thai  Older,  the  CFTC  noted  that  it  believed  a  clearinghouse  system  for  swap  agreemenu  could  be 
beneridal.    Hcwevcr,  because  clearing  mechanisms  were  not  yet  m  existence  and  since  they  may  uke  many  forms  and  raise 
different  concerns  due  to  varying  forms  and  participants,  the  CFTC  did  not  include  clearing  in  lU  exemptive  order.    The  CFTC 
did,  however,  explicitly  sute  that  it  would  consider  further  exemptive  relief  and  that  it  would  evaluate  the  terms  and  conditions  of 
clearing  systems  that  market  panicipana  wish  to  use. 

129 


148 


exposures  instead  of  achieving  reductions  in  actual  credit  and  liquidity 
exposures... multilateral  netting  systems  can  shift  and  concentrate  risks  in  ways  that 
could  increase  systemic  risk  by  increasing  the  likelihood  that  one  institution's  failure 
will  undermine  the  condition  of  others."    Finally,  the  OCC  noted  that  "the 
concentration  of  risks  on  the  clearinghouse  exposes  all  participants  to  the  risk  that  the 
clearinghouse  itself  may  fail." 

The  Securities  and  Exchange  Commission  (SEC)  took  a  more  favorable  view 
from  the  other  regulators  on  the  issue  of  systemic  risk.    On  this  matter,  the  SEC 
noted:  "...a  clearinghouse  offset  that  included  multilateral  netting  by  novation  (netting 
by  novation  has  been  recognized  by  regulators  in  capital  adequacy  rules  while  close- 
out  netting,  which  is  one  of  the  BIS  proposals,  is  currently  under  consideration)  would 
reduce  systemic  risk  by  improving  credit  availability  and  enhancing  market  and  dealer 
liquidity."    The  SEC  added  that  "many  details  need  to  be  worked  out  before  an 
effective  clearinghouse  offset  mechanism  could  be  established." 

The  SEC  suggested  that  the  establishment  of  one  or  more  clearinghouses  that 
specialize  in  the  processing  of  trades  in  swaps  may  improve  the  current  regulatory 
framework  for  the  swaps  market  by  helping  to  ensure  the  legal  certainty  of  swaps 
transactions  and  by  improving  settlement  efficiency  through  payment  netting.    A  swaps 
clearinghouse  also  would  provide  a  focal  point  for  coordination  of  industry  practices 
and  communication  with  interested  regulators.    The  SEC  stated  that  while  there  are 
regulatory  issues  involved  in  the  establishment  of  a  swaps  clearinghouse,  regulators 
should  actively  evaluate  the  development  of  such  facilities. 

In  qualifying  suggestions  that  dealers  and  end-users  could  benefit  from  well 
designed  clearinghouse  arrangements,  the  OCC  stated  that  "national  banks  should  only 
participate  in  those  clearinghouse  arrangements  that  meet  the  six  minimum  standards 
for  netting  and  settlement  schemes."^'    Regulators  also  noted  that  some  market 
participants  may  benefit  more  than  others  should  a  clearinghouse  system  be 
implemented  for  the  OTC  markets.    The  OCC  indicated  that  end-users  "may  derive 
more  benefit  than  dealers  from  the  substitution  of  the  clearinghouse's  creditworthiness 
for  that  of  individual  counterparties,  as  end-users  may  not  be  as  adept  as  dealers  at 
analyzing  the  credit  risks  of  counterparties."    The  OCC  added  that  dealers,  on  the 
other  hand,  "may  benefit  more  than  end-users  from  the  benefits  of  multilateral 
netting....dealers  may  also  derive  competitive  benefits  from  a  clearinghouse 
arrangement  to  the  extent  that  participation  in  the  clearinghouse  masks  the  dealer's 
portfolio  position."    The  other  regulators  generally  concurred  that  dealers  have  the 
most  to  lose  from  a  clearinghouse  arrangement,  while  small,  less  creditworthy 
participants  have  the  most  to  gain. 


See  ibe  LambluHy  Rcpon. 
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Question  #15 


Are  there  adequate  mechanisms  currently  in  place  to  protect  unsophisticated 
end-users  of  derivative  products?    If  not,  what  are  your  recommendations? 


There  is  consensus  among  regulators  that  the  Commodity  Futures  Trading  Act 
and  CFTC  regulatory  controls  currently  in  place  are  adequate  for  protecting 
unsophisticated  end-users  of  exchange-traded  derivatives.    For  example,  the  NYSBB 
noted  that  regulations  of  the  SEC  require  that  any  potential  trader  of  securities 
options  be  provided  with  a  booklet  entitled  "Characteristics  and  Risks  of  Standardized 
options."    The  OCC  indicated  that  Futures  Commission  Merchants  (FCMs)  are 
required  to  deliver  to  their  customers  risk  disclosure  statements  with  respect  to  futures 
and,  where  applicable,  options.    The  OCC  believes  that  the  disclosures  currently  in 
place  appear  to  provide  adequate  information  concerning  the  risks  inherent  in 
exchange  markets.    The  CFTC  noted  that  customers  buying  or  selling  exchange-traded 
futures  and  options  contracts  under  the  Commission's  jurisdiction  are  covered  by  the 
anti-fraud  and  other  customer  protection  provisions  of  the  CEA  as  well  as 
comprehensive  CFTC  regulations  which  require  Futures  Commission  Merchants  to 
abide  by  certain  rules  and  regulations.    The  CFTC  also  carries  an  active  enforcement 
program  to  enforce  the  provisions  of  the  CEA  and  the  Commission's  own  regulations. 

There  are  fewer  supervisory  measures  in  place  for  the  OTC  markets. 
Regulators  noted  that  additional  supervisory  measures  may  seem  appropriate  for  these 
markets,  but  agree  that  the  mechanisms  currently  in  place  are  generally  sufficient  to 
protect  unsophisticated  end-users  of  derivatives.    The  SEC  noted  that  most  derivative 
trading  occurs  among  financial  and  other  institutions  that,  generally,  have  the 
bargaining  power  to  obtain  necessary  information  to  evaluate  investment  strategies. 
Given  this,  suitability  may  not  be  as  big  an  issue  as  many  people  perceive  it  to  be. 
Regulators  reported  that  the  following  current  measures  address  suitability  concerns 
for  participants  in  the  OTC  markets: 

•  The  exemption  from  the  Commodities  Exchange  Act  (CEA)  provided  by  the 
CFTC  for  swaps  and  related  OTC  derivatives  covers  only  transactions  entered  into 
between  "eligible  swap  participants,"**  which  generally  are  limited  to  commercial  and 
financial  entities  and  other  participants  that  are  considered  to  have  relatively  high 
levels  of  financial  expertise.      Given  this,  a  certain  level  of  sophistication  is  required 
simply  to  participate  in  these  markets.    This  is  a  strong  measure  to  protect 
unsophisticated  investors  (by  keeping  them  qui  of  the  market). 

•  Regulations  currently  in  place  require  that  entities  dealing  in  financial 


46 

'Eligible  swap  panicipanu'  are  defined  by  the  CFTC  lo  include:  depository  insiiiuiions,  trust  companies,  insurance 

cofflpanies,  investment  companies,  commodity  pools,  corporations  and  other  business  organizations  that  have  total  assets  exceeding 

SIO  million  or  that  meet  certain  other  criteria,  employee  benefit  plans  with  assets  of  at  least  SS  million  or  the  investments  of 

which  are  managed  by  certain  regulated  entities,  govemmenul  entities,  broker-dealers,  futures  commission  merchants  and  Hoor 

broken  and  tndcrs.  or  natural  pervMis  with  total  utea  eiueeding  $10  million.    (Sec  12  CFR  3S.l(bK2)  (as  added  by  S8  FR  S587 

(January  22.  1993)). 

47 

Source:  Fedcrml  Reserve  Board  responses. 
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derivatives  have  policies  and  procedures  in  place  to  monitor  the  financial  strength  of 
their  clients  to  ensure  that  they  can  bear  the  consequences  of  adverse  market 
movements. 

•  The  regulatory  agencies  and  other  official  bodies  monitor  the  behavior  of 
dealers  and  market  participants  to  reduce  the  potential  for  fraud  and 
misrepresentation. 

•  Each  counterparty  to  a  swap  or  similar  transaction  in  the  OTC  market  is 
exposed  to  the  credit  risk  of  its  counterparty  for  the  entire  term  of  the  swap.    Unlike 
trading  markets,  such  as  the  securities  markets,  where  buyers  and  sellers  have  no 
continuing  exposure  after  settlement  of  a  transaction,  a  participant  is  a  swap  or 
similar  transaction  has  a  continuing  exposure  to  the  non-performance  of  its 
counterparty  for  the  duration  of  the  contract.*"    This  exposure  provides  dealers  and 
other  swap  participants  with  a  strong  incentive  to  satisfy  themselves  that  their 
counterparties  are  sufficiently  able  to  handle  the  risks  associated  with  the  derivative 
transactions  in  which  they  are  engaged,  particularly  where  lines  are  established  to 
cover  multiple  transactions.^' 

The  OCC  offered  several  suggestions  as  to  how  to  provide  increased  protection 
to  end-users  of  derivatives: 

•  Regulators  of  securities  firms  and  financial  institutions  marketing  derivative 
products  should  insist  upon  high  ethical  standards  in  the  sales  practices  of  derivative 
units.    Salesmen  of  derivative  products  have  a  duty  to  understand  their  clients'  needs, 
and  should  provide  documentation  to  evidence  their  providing  full  disclosure  and 
gaining  client  approval. 

•  Market  participants  should  encourage  any  actions  which  serve  to  improve  the 
understanding  of  derivatives  by  potential  end-users.    For  example,  industry  surveys, 
studies,  seminars  etc.. .are  beneficial. 

•  Market  leaders  should  continue  efforts  to  develop  standardized  legal 
documentation  for  derivative  transaaions. 

The  FED  noted,  however,  that  "past  experience  docs  not  appear  to  justify 
additional  protective  measures  for  end-users."    They  added  that  suitability  rules  may 
be  difficult  to  develop.    To  support  their  argument,  the  FED  explained  that  end-users 
of  derivative  products  cover  an  extremely  broad  spectrum,  and  the  level  of 
sophistication  of  an  end-user  with  respect  to  derivative  instruments  is  not  necessarily 
related  to  size,  net  worth,  or  nature  of  the  organization.    The  FED  noted  that  some 
end-users  engage  in  a  very  limited  number  of  transactions  tailored  to  cover  particular 
exposures  or  in  connection  with  specific  transactions.    Other  end-users  with  greater 


^  Whik  botb  paiMi  lo  •  mp  have  cxpowR  to  opc  uioihcr,  Uw  mks  iMciriirKl  wiik  opiioa  coetnca  ai<  atymacirkaL 
The  bujKT  of  Ml  opliaa  ii  apowd  lo  tlw  mk  of  noa-^rfomuncc  by  iu  couoicipuiy  ualil  cxpinboa  or  caeiaic  ol  the  opuoo, 
but  the  wUcr  of  the  optioa  hu  ao  apocurc  lo  the  b>iyn  oacc  the  opuon  pftnima  ha  been  paid. 

JD 

Soaice:  Fcdcnl  Rcicnic  Boafd  riipoaaci 
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experience  and  more  complex  sources  of  exposure  may  use  OTC  derivative  products 
much  more  actively  in  their  overall  risk  management.    Given  the  broad  range  of 
entities  that  can  legitimately  benefit  from  the  use  of  derivative  instruments,  it  would 
be  difficult  to  develop  standards  to  protect  unsophisticated  parties  that  would  not  also 
inhibit  their  efforts  to  reduce  risks. 

The  FED  did  add,  however,  that  "while  further  protective  measures  do  not 
appear  to  be  necessary  in  the  current  [OTC]  market,  as  the  OTC  markets  expand  it 
may  be  appropriate  to  consider  other  measures  to  assure  that  end-users  are  aware  of 
the  risks  of  the  transactions  they  enter  into."    The  FDIC  also  noted  that  "prohibitions 
on  the  use  of  certain  forins  of  derivatives  may  effectively  limit  certain  credit  or 
market  risks." 

General  consensus  among  the  regulators  to  alleviate  suitability  problems  in  the 
OTC  financial  derivative  markets  was  to  increase  levels  of  education  and  knowledge, 
and  to  provide  appropriate  disclosure. 


so  __-  ...» 

This  difficulty  is  rcneaed  in  the  expeheoce  of  the  CFTC  with  men  of  exchange-tnded  denvitives.    The  CFTC  withdrew 

Its  propoul  for  a  'suiubiUty*  standard  for  applicatioa  to  users  of  futures  contracts,  lodicaung  that  it  had  not  been  able  to 

develop  *meanin(ful  sundards  of  univereal  appticatioa'  at  that  time.    43  FR  31886J1888  (July  24,  1978).    The  Natraoal  Futures 

AssocutKM  (NFA)  also  attempted  to  formulate  a  "suitabUity*  standard,  but  ultimately  adopted  a  iLDOv-yovr-cvaomet'  rule  in 

combination  with  disclosure  requirements.    The  NFA  'know-your-cusiomer*  rule  applies  only  to  customers  that  are  individuals, 

and  requires  relatively  limited  information  compared  with  that  generally  required  by  a  counterparty  m  a  derivative  tnnsaaioiL 
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Question  #16 


What  kind  of  stress  test  simulations  do  you  recommend  to  account  for  the 
different  types  of  risk  which  arise  as  a  result  of  Financial  derivative  activity? 

Each  of  the  banking  agencies  recognizes  the  importance  of  stress  testing  on  a 
derivative  portfolio.    The  simulations  must  be  tailored  to  the  needs  and  capabilities  of 
individual  institutions.    Stress  testing  should  account  for  market,  credit  and  liquidity 
risk.    The  market  risk  component  should  evaluate  the  effect  of  changes  in  both 
interest  rates  and  exchange  rates.    The  agencies  proposals  for  risk-based  capital  based 
on  interest  rate  risk  require  simulations  for  capital  purposes.    Both  the  FED  and 
OCC  indicate  that  stress  testing  must  take  into  account  "worst  case"  scenarios. 
Historical  data  may  not  adequately  provide  for  extraordinary  events  such  as  the  recent 
increase  in  the  volatilities  of  European  exchange  rates  or  in  dramatically  accelerated 
pre-payments  of  mortgages.    The  FED  emphasizes  that  primary  responsibility  for 
designing  proper  simulations  for  an  institution  lies  with  senior  management  with 
appropriate  review  by  the  Board  of  Directors. 

The  CFTC  indicates  that  the  exchanges  and  clearinghouses  under  CFTC 
jurisdiction  have  developed  several  types  of  simulation  models.    For  example,  the 
Chicago  Mercantile  Exchange  uses  a  portfolio  margin  model  called  Standard  Portfolio 
Analysis  of  Risk  (SPAN)  that  expressly  accounts  for  certain  types  of  risks.    SPAN 
determines  margin  levels  by  performing  simulations  that  estimate  the  maximum 
potential  one-day  portfolio  loss  that  might  occur  under  extreme  movement's  in  the 
underlying  asset's  contract  price.    In  addition  the  SEC  indicates  that  it  is  working  with 
the  Options  Clearing  Corporation  towards  development  of  a  theoretical  pricing  model 
for  exchange  traded  options  that  would  be  used  to  determine  "haircuts"  for  broker- 
dealers'  standardized  options  positions  under  the  net  capital  rule. 

For  OTC  derivatives,  the  CFTC  indicates  that  it  would  be  more  difficult  to 
design  stress  tests.    Because  OTC  derivatives  are  customized  non-standard  products 
without  a  clearing  organization  and  for  which  reference  prices  may  not  exist,  it  may 
be  difficult  to  design  effective  simulations. 
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Question  #17 


Please  comment  on  your  agency's  view  of  the  proper  use  and  level  of  collateral 
in  derivative  transactions. 


Collateral  is  the  margin  deposited  by  customers  to  their  FCMs  and  clearing 
members  to  the  clearing  organization,  in  the  case  of  exchange  markets,  and  to 
counterparties,  in  the  case  of  OTC  markets,  to  secure  their  performance  on  the 
contracts  they  hold. 

Regulators  agree  that  the  use  of  collateral  is  increasing  among  participants  in 
the  financial  derivative  markets,  and  they  expect  this  trend  to  continue.    Regulators 
also  agree  that  prudent  uses  of  collateral  arrangements  will  add  to  the  stability^'  in 
the  derivative  markets  by  limiting  credit  exposures."    According  to  the  FDIC, 
collateral  arrangements  are  appropriate  given  that  excessive  or  unwarranted  exposure 
on  an  unsecured  basis  would  be  subject  to  regulatory  criticism  on  safety  and 
soundness  grounds.    The  SEC  noted  several  benefits  from  the  maintenance  of 
adequate  margin  levels.    First,  adequate  margin  serves  to  reduce  speculative  trading 
by  highly  leveraged  participants,  and  second,  adequate  margin  levels  reduce  the  capital 
exposure  of  broker-dealers  and  clearing  firms  during  periods  of  market  volatility. 

The  FED  qualified  its  favorable  judgement  of  using  collateral  in  derivative 
transactions.    According  to  its  answers,  "use  of  collateral  must  be  incorporated  in  the 
overall  context  of  the  institution's  credit  process.. .banks  should  still  conduct  a  detailed 
credit  risk  analysis  that  includes  a  careful  evaluation  of  the  counterparty's  overall 
ability  and  willingness  to  perform  on  a  contract  as  agreed."    It  added:  "Once  the 
creditworthiness  is  determined,  the  bank  should  establish  limits,  [and  at  this  time] 
consider  the  value  of  any  collateral  that  reduces  credit  risk."    Given  this,  the  FED 
stated  that  "obtaining  collateral  does  not  exempt  the  bank  from  following  basic  credit 
analysis  procedures." 

In  agreeing  with  the  other  regulators  that  collateral  arrangements  are 
appropriate,  the  FED  noted  that  "the  use  of  collateral.. .is  an  acceptable  practice 
provided  certain  minimum  safeguards  are  met."    It  identified  the  safeguards  as  1)  the 
bank  having  control  of  the  collateral,  and  that  it  should  be  readily  marketable,  and  2) 
the  bank  having  the  ability  to  terminate  the  contract  if  the  collateral  becomes 
impaired,  and  having  the  ability  to  substitute  or  liquidate  the  collateral  in  a  timely 
manner. 

The  regulators  noted  several  drawbacks  associated  with  collateral.    The  OCC, 


^'  The  CFTC  noied  that  during  the  October  1987  rmancial  markets  crash,  the  daily  clearance  and  settlement  systems  for  the 
exchange  markets  functioned  well  despite  margin  flows  of  unprecedented  size,  reaching  as  much  as  flS  billion  on  a  single  day. 
On  the  exchange  markets  dunng  this  penod,  no  customer  funds  were  lost  as  a  result  of  an  FCM  failure  or  default  and.  in  fact, 
no  FCM  failed  during  this  critical  period. 

"  The  OTS  reported  that  saving  associations  are  required  to  restrict  their  choice  of  counterparties  to  banks  and  well- 
capitalized  nonbank  counterparties. 
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for  example,  has  discouraged  banks  from  encumbering  significant  amounts  of  their 
highest  quality,  and  most  liquid,  assets.  It  added  that  "bank  managers  should  ensure 
that  sufficient  amounts  of  other  liquidity  sources  would  be  available  to  meet  funding 
needs  in  stable  as  well  as  deteriorating  scenarios."  The  OCC  also  discourages  banks 
from  entering  into  arrangements  where  only  the  bank  is  required  to  post  collateral." 
The  SEC  noted  that  "although  it  may  be  preferable  that  all  transactions  be 
collateralized,  industry  competition  may  make  this  impracticable." 

The  OTS  suggested  that  "excessive  collateral  requirements  might  discourage  the 
use  of  derivatives  for  risk  reduction  purposes."    It  added  that  "mandatory  collateral 
requirements  could  reduce  liquidity  in  the  derivative  markets."    On  this  topic, 
however,  the  OCC  noted  that  "increased  use  of  collateral  arrangements  should  also 
improve  market  liquidity  because  such  arrangements  would  enable  more  participants 
to  access  these  markets."^ 

The  FED  reported  that  excessive  reliance  on  collateral  triggers,  particularly 
those  based  on  creditworthiness,  can  be  imprudent.    Such  collateral  arrangements 
could  place  substantial  liquidity  pressures  on  a  counterparty  just  when  its 
creditworthiness  is  weakening  and  its  access  to  liquidity  is  more  limited. 

As  with  any  other  factor  which  serves  to  support  an  activity,  imprudent  or 
excessive  uses  of  collateral  will  be  detrimental  to  the  very  purpose  of  the  activity. 


53  This  is  an  uampk  of  a  unilaleral  coUaicnl  arraiiieineni.    UniUwral  arranieinenu  are  lypKally  u»c<l  when  ooc  of  the 
aMintefpulics  a  ksi  cmlirwofihy  ihaa  the  other. 

**  CoUaleral  is  widely  perceived  as  beinj  beacficial  and  conducive  lo  puticipatioa  in  Ihe  rmandal  deiivalivc  markets.    It  it 
important  lo  note,  however,  thai  mandatory  collateral  Rquiremenu  which  are  loo  hiih  wUI  be  assessed  by  certain  firms  as  too 
coaly,  and  will  consequently  prevent  them  from  enienng  into  iransaciioas.    I>eiernuninf  Ihe  approprtaie  level  of  coUaieral  to 
fuUiU  its  purpose  while  baUnanf  its  cost  repercusskm  is  a  delicate  and  critical  component  of  risk  mana|ement. 
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Question  #18 


When  assessing  a  counterparty  for  credit  risk,  how  much  relative  emphasis 
should  be  placed  upon  factors  such  as  capital,  disclosure  and  credit  rating? 
For  example,  should  a  credit  rating  be  a  proxy  for  capital? 


Regulators  agree  that  in  assessing  the  creditworthiness  of  a  counterparty,  an 
institution  should  always  conduct  its  own  independent  credit  analysis,  and  not  rely 
solely  on  separate  factors  such  as  credit  ratings.    Regulators  suggested  that  the 
independent  credit  analysis  for  off-balance  sheet  activities  should  take  the  form  used 
to  evaluate  on-balance  sheet  credit  exposures  (financial  ratio,  earnings,  profitability, 
liquidity,  and  debt  capacity  analysis)  with  extra  emphasis  on  management  talent, 
reputation,  and  operational  capability  to  account  for  the  more  complex  nature  of 
derivatives.    The  FED  noted  that  independent  review  by  an  institution  could  produce 
different  insights  and  conclusions  than  reached  by  others. 

Credit  ratings  are  a  good  indication  of  a  firm's  overall  capital  strength,  but  are 
not  a  substitute  for  capital  standards.  A  credit  rating  is  a  static  measure,  i.e.,  an 
evaluation  at  a  certain  point  in  time.  Given  the  dynamic  nature  of  financial  markets, 
it  is  conceivable  that  a  firm's  capital  position  could  well  change  between  the  time  the 
rating  was  assigned  and  the  time  the  rating  is  used  for  judgement  purposes.  This  is 
one  of  the  primary  reasons  an  entity  should  conduct  its  own  independent  and  current 
credit  evaluation  before  entering  into  a  transaction  with  a  counterparty. 

Regulators  noted  that  a  firm's  independent  credit  analysis  is  predicated  on  full 
financial  disclosures  by  a  counterparty.    In  other  words,  proper  credit  analysis  cannot 
be  conducted  if  the  analysts  conducting  the  credit  review  do  not  have  all  the 
information  they  need.    Regulators  added  that  other  important  factors  which  are 
needed  to  assess  a  counterparty's  credit  risk  where  derivatives  are  concerned  include 
the  level  of  capitalization  of  a  counterparty,  the  regulated  nature  of  the  entity  in 
question,  and  accuracy  of  information. 

In  response  to  this  question,  the  CFTC  noted  that  "In  futures  markets,  it  is 
unnecessary  for  a  customer  to  assess  the  credit  of  the  counterparty  to  an  exchange 
transaaion  and,  indeed,  it  is  effectively  impossible  to  do  so  because  the  specific 
counterparty  is  unknowtt"    The  CFTC  added,  however,  that  credit  ratings  may  be 
easier  for  certain  end-users  to  rely  on  than  attempting  to  independently  analyze 
capital. 
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Question  #19 


Are  executive  decisions  regarding  derivatives,  on  average,  concentrated  in  too 
Tew  individuals  in  each  institution  to  catch  problems  in  a  timely  manner? 
Should  the  decision-making  process,  where  derivatives  are  involved,  be 
decentralized  to  enhance  internal  controls? 


The  inherent  complexity  of  many  derivative  instruments  is  such  that  derivatives 
may  be  fully  understood  by  a  limited  number  of  people  in  any  single  institution. 
Therefore,  banks  must  be  careful  to  design  control  procedures  that  ensure  that 
sufficient  checks  and  balances  are  in  place  and  that  the  risks  presented  by  the 
concentration  of  technical  knowledge  are  adequately  managed.  Management  and  the 
Board  of  Directors  are  responsible  for  ensuring  that  internal  control  systems  provide 
reasonable  assurances  that  errors  and  omissions  are  prevented  or  revealed  before 
major  problems  develop. 

The  CFTC  indicates  that  senior  management  must  have  expertise  sufficient  to 
evaluate  the  effectiveness  of  risk  control  arrangements.    Decentralization  could  by- 
pass management  review  and  thus  increase  risks. 

The  SEC  states  that  major  securities  firms  are  structured  so  that  derivative 
trading  activities  are  subject  to  several  layers  of  review  and  are  not  concentrated  in 
too  few  individuals. 
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Question  #20 


Do  compensation  policies  currently  in  place  adequately  discourage  undue  risk- 
taking?    For  example,  if  employees  beneHt  flnancialiy  from  risk-taking  in  a 
direct  manner,  how  is  such  risk-taking  controlled? 


Performance-based  compensation  policies  may  provide  incentives  for  improper 
risk  taking.    In  some  cases,  it  appears  that  trader  misconduct,  possibly  motivated  by 
the  possibility  of  increased  compensation,  may  have  played  a  part  in  bank  losses 
related  to  derivatives.    Compensation  policies  should  take  into  account  risks  and 
returns.    Just  as  traders  are  highly  compensated  for  their  skills,  employees  that  audit, 
control  and  manage  trading  activities  should  be  adequately  compensated  to  discourage 
turnover.    Individuals  charged  with  internal  control  over  traders  must  be  given 
adequate  authority  and  independence. 

Institutions  compensate  traders  in  direct  ratio  to  their  risks  and  returns.    The 
down  side  of  this  practice  is  that  individuals  may  seek  excessively  risky  positions. 
Profits  from  derivative  activities  are  put  in  a  "bonus  pool"  by  most  banks  that  trade 
derivatives.    Management  controls  should  ensure  that  the  bonus  pool  represents  actual 
profits  that  are  recognized  taking  into  account  expenses  and  any  estimated  losses. 

Employees  subject  to  performance-based  compensation  put  in  this  situation 
must  closely  be  monitored.    It  is  principally  the  responsibility  of  other  segments  of  the 
firm  apart  from  the  trading  floor  to  measure,  monitor  and  limit  risk.    The  strict 
segregation  of  the  management,  policy,  and  control  functions  from  the  trading  and  risk 
taking  arms  of  the  institution  is  particularly  important  in  this  regard. 
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Question  #21 


What  is  the  level  of  systemic  risk  resulting  from  derivative  activities?    Do  you 
agree  with  those  who  assert  that  derivative  activities  are  concentrated  in  too 
few  institutions? 


The  FED  reported  that  considerable  thought  has  been  given  to  the  question  of 
systemic  risk  (the  risk  that  a  disruption  by  any  participant  or  group  of  participants 
causes  widespread  difficulties  throughout  financial  markets),  and  that  greater 
awareness  and  understanding  of  risk  and  the  enhanced  methods  of  managing  risks 
have  reduced  the  likelihood  of  systemic  problems.    The  agency  added  that  this  trend 
will  continue  over  time  as  industry  and  supervisory  practices  advance. 

Regulators"  agree  that  there  are  two  principal  areas  in  which  derivative 
activities  could  potentially  pose  systemic  risks  to  U.S.  markets: 


•  Concentration 

As  discussed  in  Section  I  of  Part  One  of  this  Report,  there  is  concentration  in 
the  financial  derivative  markets.    In  other  words,  there  are  very  few  dealers  who 
make  markets  for  derivative  instruments.    This  concentration  of  activity  poses 
questions  of  systemic  risk  should  one  of  the  large  participants  fail.    Concerns  arise 
since  such  a  failure  could  have  a  detrimental  ripple  effect  on  smaller  firms  and  could 
reduce  liquidity  in  the  markets. 

The  FED  undermines  the  notion  that  concentration  is  a  serious  concern,  noting 
that  "the  fact  that  market-making  is  feasible  only  for  firms  in  a  strong  financial 
condition  and  with  long  experience  in  dealing  with  similar  risks...is  a  positive  element." 
The  small  number  of  firms,  although  responsible  for  a  significant  market  and  the 
ensuing  responsibilities,  appear  to  be  well  aware  of  their  situation  and  the  associated 
risks.    Consequently,  these  firms  have  adapted  their  risk  management  procedures  and 
safeguards  to  make  concentration  an  issue  of  little  relevance. 

The  SEC  believes  that  it,  and  self-regulatory  organizations  (SROs),  have  in 
place  sufficient  regulatory  controls  to  ensure  that  the  failure  of  a  registered  broker- 
dealer,  for  whatever  reason,  could  be  handled  without  resulting  in  serious,  system- 
wide  problems.  The  agency  added  that  it  does  not  believe  that  derivative  activities 
are  concentrated  in  too  few  institutions.  Noted  the  SEC,  "While  concentration  is  a 
concern,  OTC  derivative  dealers  tend  to  be  well-diversified,  highly  capitalized  firms 
that  are,  arguably,  well-suited  to  weather  market  developments." 


^  Principally  the  FED.  tlK  SEC  tod  the  New  Yofk  Sute  Bankini  Board. 
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•  Interrelationships  Among  Markets  and  Financial  Institutions 

With  the  passage  of  time  and  the  development  of  new,  and  more  sophisticated 
technologies,  interrelationships  among  markets  and  financial  institutions  has  become 
closer.    Markets  and  firms,  now  more  than  ever  before,  work,  move,  and  depend  on 
each  other.    These  increased  linkages  allow  for  systemic  risk  problems  in  that  a 
disruption  will  quickly  spread  to  other  participants  and  markets,  creating  a 
compounding,  or  "snowball"  effect  as  the  disturbance  moves  through  the  system. 

This  issue  was  evident  during  the  U.S.  stock  market  crash  of  October  1987. 
The  dynamic  hedging  sale  of  stock  index  futures  and  stock  baskets  by  institutions 
following  "portfolio  insurance"  strategies  led  to  a  precipitous  fall  in  the  price  level  of 
equities.    Evidence  of  the  "snowball"  effect  was  widespread  as  market  prices  fell  at  an 
increasing  rate.    The  SEC  noted  that  during  the  1987  crash,  the  cumulative  effects  of 
selling  by  a  group  of  large  institutions  following  the  same  strategies  had  a  devastating 
impact  on  the  stock  and  futures  markets.    This  indicates  a  necessity  for  caution  on 
the  issue  of  systemic  risk;  clearly,  this  issue  is  not  to  be  taken  lightly. 

The  risks  associated  with  derivative  activities  are  similar  to  the  risks  found  in 
traditional  bank  activities.    However,  the  complexity  of  derivatives  makes  risk 
management  for  these  instruments  somewhat  more  difficult.    Given  this,  as  well  as 
supervisory  initiatives,  financial  institutions  involved  in  derivatives  have  made 
significant  efforts  to  upgrade  their  risk  management  capabilities  and  to  seek  new  ways 
to  reduce  risks.    In  other  words,  although  derivatives  present  a  more  complex  risk 
management  picture,  firms  have  accounted  for  this  by  adapting  their  systems  and 
procedures  to  contain  such  risks. 
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Question  #22 


Cash  liquidity  risic  for  a  firm  appears  to  be  of  greater  concern  the  greater  is  a 
Tinn's  involvement  in  derivative  activities,  the  greater  is  its  reliance  on  short- 
term  funding,  the  lower  is  its  credit  standing,  and  the  more  restricted  is  its 
access  to  central  bank  discount  or  borrowing  facilities.    Therefore,  in  contrast 
to  depository  institutions  who,  among  other  things,  have  access  to  the  discount 
window,  securities  firms  may  find  cash  management  requirements,  such  as 
maintaining  margin  requirements,  arising  from  large  derivative  portfolios  to  be 
more  challenging.    Compared  to  depository  institutions,  how  does  the  less 
liquid  nature  of  the  securities  business  effect  its  derivative  activities  and  the 
risks  associated  with  such  activities? 


Securities  firms  have  considerable  experience  in  managing  their  liquidity  needs. 
Securities  firms  and  banks  are  generally  on  an  equal  footing  with  respect  to  the 
liquidity  necessary  to  conduct  derivative  activities.    Securities  firms  generally  have 
liquid  asset  bases,  while  banks  have  a  more  illiquid  asset  base,  due  to  assets  such  as 
loans.    Banks,  however,  have  access  to  the  FED  discount  window  for  purposes  of 
liquidity.    However,  the  FED  states,  "securities  firms  may  find  themselves  short  of 
cash,  especially  if  their  creditworthiness  deteriorates." 

Every  financial  intermediary,  whether  organized  as  a  bank,  a  securities  firm,  or 
otherwise,  needs  to  carefully  assess  and  plan  to  meet  unusual  liquidity  pressures, 
including  those  that  might  accompany  a  deterioration  of  its  creditworthiness.    In  this 
context,  the  firm  should  realistically  assess  its  ability  to  readily  close  out  positions  in 
OTC  derivatives.    Those  assessments  should  then  be  incorporated  in  planning  for  the 
management  of  liquidity  needs.    Further,  the  CFTC  points  out  that  use  of  derivatives 
may  enhance  a  firm's  liquidity. 
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Question  #23 


Criticism  or  speculators  in  the  derivative  markets,  primarily  exchange  traded 
derivatives  such  as  currency  futures  and  options,  has  focused  on  the  alleged 
ability  of  such  speculators  to  manipulate  markets.    Concerns  have  also  arisen 
as  to  potential  depository  institution  exposure  as  a  result  of  speculators' 
activities.    Please  comment  on  these  criticisms  and  whether  or  not  such 
speculators  should  be  subject  to  increased  regulation  or  supervision. 


Regulators  uniformly  agree  that  speculators  provide  a  useful  role  by  making 
markets  more  liquid,  balanced,  and  efficient.    Speculators  are  willing  to  assume  risks 
that  others  are  seeking  to  hedge;  speculators  are  willing  to  have  risks  transferred  to 
them  and  thus  reduce  uncertainty  and  risk  to  those  seeking  to  hedge.    This  process 
provides  liquidity  to  the  markets. 

Regulators  noted  that  while  speculators  provide  a  positive  element  to 
competitive  and  free  markets,  the  drawbacks  associated  with  speculative  practices  are 
accounted  for  by  regulatory  action  and  the  very  nature  of  the  markets  (regulators 
reported  that  the  sheer  size  and  activity  of  the  markets  make  it  very  unlikely  that  an 
individual  or  institution,  or  even  a  group  of  speculators  in  collusion,  would  be  able  to 
manipulate  the  markets  for  personal  gain).    The  SEC  reported  that  federal  securities 
laws  have  established  a  regulatory  framework  to  deter  and  detect  market 
manipulation.    Self-Regulatory  Organizations  (SROs)^  rules  minimize  the  potential  for 
market  manipulation,  which  is  forbidden  in  the  futures  and  options  markets. 

In  addition,  the  CFTC  reported  that  the  regulatory  structure  for  exchange- 
traded  futures  and  options  is  designed  to  protect  against  manipulation,  which,  as  noted 
above,  is  forbidden.    The  CFTC  regulatory  structure  includes  several  items: 

•  Review  of  contract  design; 

•  Market  surveillance  by  both  exchanges  and  regulators; 

•  Large  Trader  reports  revealing  contract  holdings  of  one  customer  across 
clearing  firms; 

•  ~  Communication  with  large  futures  market  participants  in  order  to 

determine  their  intentions  to  make  or  take  delivery; 

•  Limits  on  speculative  positions  for  all  contract  months,  with  lower  limits 
in  the  delivery  month  to  preclude  the  ability  of  speculators  to  control  a 
large  number  of  contracts  during  a  period  in  which  supply  of  the 


SRO(  are  the  principal  meant  conlemplated  by  the  federal  securities  laws  for  the  enforceinent  of  fair,  ethical,  and 
efTicicnl  practices  in  the  securities  and  racnmodiiies  futures  industnes^    SROs  include  all  the  national  securities  and  commodities 
exchanges  as  well  as  the  National  Association  of  Secuniies  Dealen  (NASD),  which  represents  all  the  Tinns  operating  in  the  OTC 
market,  and  the  Municipal  Securities  Rulemaking  Board  (MSRB),  created  under  the  Secuntics  Acts  Amendments  of  197S  to 
regulate  broken,  dealen,  and  banks  dealing  in  municipal  securities. 
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underlying  good  may  be  limited;  and 

•         Emergency  powers  to  address  situations  in  which  manipulation  is 
threatened  or  has  taken  place. 

Although  the  above  framework  does  not  apply  to  OTC  derivative  markets, 
manipulation  in  these  markets  seems  unlikely  to  occur.    The  reason  for  this  is  that 
the  vast  majority  of  OTC  derivatives  are  highly  liquid  and  the  supply  of  the 
underlying  currencies  or  deposits  are  sufficiently  large  as  to  make  manipulation  of  the 
indices  on  which  OTC  derivatives  are  based  extremely  difficult.*' 

Finally,  the  regulators^  noted  that  it  would  be  impossible,  and  even 
counterproductive,  to  regulate  speculators.    The  OCC  reported:  "...the  global  nature  of 
the  OTC  derivative  markets  presents  a  practical  impediment  to  the  ability  of  the  U.S. 
to  "regulate"  their  activities.    Any  regulation  of,  or  attempt  to  regulate,  such 
speculators  may  only  drive  their  trading  activities  to  offshore  markets  with  little 
overall  effect  on  the  market  impact  of  such  activities  (and  a  possible  loss  of  revenue 
for  the  U.S.  financial  institutions  which  trade  with  such  speculators)."    The  OTS 
added:  "Attempting  to  regulate  the  activities  of  one  type  of  speculative  investor  would 
likely  invite  in  other  investor[s]  that  would  be  able  to  profit  from  the  absence  of 
regulated  speculators.    In  general,  if  potentially  profitable  speculative  opportunities 
exist,  markets  will  find  ways  to  innovate  around  government  regulations,  provided  that 
the  financial  rewards  of  circumventing  regulations  exceed  their  costs." 


"  Sou.«c:  F»>e»l  R««^«  Bo.,d  i^ponsc 
*  Phnciprtly  (be  OCC  »ik1  OTS. 
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Question  #24 


What,  if  any,  efTect  will  the  depositor  preference  provision  of  the  Omnibus 
Budget  Reconciliation  Act  of  1993  have  on  the  derivative  markets? 


It  is  still  difficult  to  assess  the  impact  of  the  depositor  preference  provisions  of 
the  Omnibus  Budget  Reconciliation  Act  of  1993.    The  new  national  depositor 
preference  statute  established  six  categories  of  claims  at  a  failed  institution  in  an 
FDIC  administered  receivership.    Secured  claims  are  administered  outside  of  the 
statute. 

According  to  the  FDIC,  the  depositor  preference  provision  has  resulted  in  an 
increased  tendency  for  the  FDIC  to  choose  deposit  transfers  over  purchase  and 
assumption  transactions  in  failing  bank  resolutions.    This  is  due  to  the  inherent 
uncertainty  of  long-term  asset  recoveries  in  those  cases  where  deposit  claims  will  not 
clearly  be  covered  by  asset  liquidations.    In  conjunction  with  the  least  cost  resolution 
provisions  of  FDICIA,  depositor  preference  has  made  it  increasing  likely  that 
liabilities,  including  qualified  financial  contracts  not  transferred  as  permitted  by 
FIRREA,  will  be  retained  by  a  receiver.    This  interjects  a  greater  degree  of 
counterparty  credit  risk  for  banks  involved  in  derivative  activities. 

Depositor  preference  will  increase  by  an  undetermined  and  most  probably 
varying  amount,  the  costs  of  participating  in  the  derivative  markets,  both  for  dealer 
banks  and  end-users.    Depositor  preference  means  that  dealer  banks  will  be  unable  to 
rely  on  bilateral  netting  agreements  with  unlimited  two  way  payments  to  either  reduce 
credit  risk  or  provide  an  argument  for  reduced  capital  requirements.    Depositor 
preference  may  increase  the  requirement  of  collateral  for  bank  counterparties. 

The  FED  indicates  that  depositor  preference  may  cause  a  reluctance  to  deal 
with  U.S.  banks  as  counterparties,  thereby  increasing  costs  and  placing  U.S.  banks  at  a 
disadvantage  to  foreign  competition.    The  FED  also  believes  that  depositor  preference 
may  also  further  complicate  the  resolution  of  failing  institutions. 

The  OCC  points  out  that  there  have  been  differences  of  opinion  on  depositor 
preference  at  the  ratings  agencies  with  Moody's  making  certain  downgrades,  while 
Standard  and  Poor's  did  not.    In  addition,  the  OCC  believes  that  if  the  FDIC  saves 
money  through  depositor  preference,  this  could  lead  to  lower  deposit  insurance 
premiums  thereby  improving  banks'  cost  of  funds.    In  the  long  run,  lower  premiums 
could  mitigate  increased  funding  costs  due  to  depositor  preference. 
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Question  #25  (SEC  and  CFTC) 

Please  provide  a  list  and  discussion  of  [SEC  and  CFTC]  proposals  regarding 
the  regulation  of  derivatives  currently  under  consideration.    Also,  please 
provide,  to  the  extent  possible,  a  discussion  of  the  CFTC  study  currently 
underway. 


The  SEC  stated  that  it  has  a  variety  of  proposals  outstanding  with  respect  to 
the  operation  of  these  markets  and  the  clearing  agencies  associated  with  them.    The 
SEC  stated,  however,  that  it  has  one  primary  outstanding  proposal  specifically 
regarding  the  regulation  of  OTC  derivative  products,  and  discussed  this  proposal  only. 
The  SECs  Concept  Release  solicited  comment  on  a  broad  range  of  capital  standards 
imposed  by  the  net  capital  rule  on  broker-dealers  participating  in  the  derivative 
markets.*'    In  examining  the  treatment  of  derivative  products,  and  particularly  OTC 
derivative  products,  the  Concept  Release  focused  primarily  on  the  market  and  credit 
risks  to  which  participants  in  derivative  markets  are  exposed  and  presented  several 
alternatives  to  the  current  treatment  of  these  instruments  under  the  net  capital  rule. 

The  CFTC  commented  only  on  its  Study.*"    The  CFTC  Study  includes  a 
recommendation  for  establishment  of  an  interagency  task  force  to  explore  a  number 
of  areas  relevant  to  OTC  derivative  activities.    The  Study  recommends  a  number  of 
specific  areas  for  consideration  by  such  an  interagency  council,  including  information 
access,  pricing  issues,  disclosure  issues,  risk  valuation  issues,  internal  controls,  clearing 
facilities  for  swaps,  and  the  scope  of  regulatory  oversight  in  this  area,  particularly  with 
respect  to  unregulated  dealers  in  OTC  derivatives.    The  CFTC  Study  also  highlights 
areas  relevant  to  OTC  derivative  activities  for  further  review  by  the  CFTC,  including 
issues  relating  to  clearing  facilities  for  swaps,  rules  to  facilitate  risk  assessment  with 
respect  to  affiliates  of  FCMs,  review  of  Treasury  Amendment  issues,  and  review  of 
the  Department  of  Treasury's  proposed  regulations  concerning  the  tax  treatment  of 
business  hedges. 


^'  For  a  OOR  detailed  expUnatioa  o(  the  Cooeepi  Releaie.  lee  ditcutsion  of  Ooboa  #1 

**  See  the  Repon  of  the  Commodity  Futuic*  Tmding  Commiuioo.  'OTC  [Jcrivativc  MMikca  and  Their  Repilation.'  CFTC 
Wathiactoo,  fX:,  October  1991    Jht  ttudy  «h  releaied  on  October  25.  1993. 
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Question  #26  (SEC) 

Please  provide,  if  available,  a  summary  of  comments  received  or  any  relevant 
update  on  the  SEC  Net  Capital  Concept  Release  No.  34-32256  dated  May  4, 
1993. 


To  date,  the  SEC  has  received  five  comment  letters  in  response  to  the  Concept 
Release.    The  SEC  described  four  of  the  letters. 

(1)  The  Securities  Industry  Association  and  the  Chicago  Board  of  Trade 
requested  that  the  comment  period  be  extended  until  the  end  of  1993.    (The 
comment  period  has  been  extended  to  December  17,  1993.) 

(2)  The  Registration  Exemption  Committee  of  the  North  American  Securities 
>  Administrators  Association  stated  that  commodities  and  banking  regulatory  agencies 
should  be  involved  in  the  SECs  development  of  proposals  regarding  derivatives 
because  of  systemic  risk  implications  of  derivatives. 

(3)  The  American  Stock  Exchange  (AMEX)  commented  that  the  SEC  should 
not  take  any  action  that  would  adversely  affect  the  listed  market  for  derivatives  by 
making  the  OTC  market  relatively  more  attractive.    In  addition,  because  there  are  not 
position  and  exercise  limit  requirements  in  the  OTC  market,  the  AMEX  requested 
that  the  SEC  review  the  need  for  such  requirements  in  the  listed  market. 

(4)  The  Risk  Management  Center  (RMC)"  provided  extensive  comments 
regarding  the  credit  risk  associated  with  derivatives. 

(i)  The  RMC  stated  that  it  prefers  the  second  approach  to  assessing  credit 
risk,"  which  would  require  a  broker-dealer  to  take  a  capital  charge  based  on 
some  percentage  of  the  broker-dealer's  exposure  to  all  counterparties  and 
would  be  higher  for  lower-rated  counterparties.    The  charge  would  be  based 
entirely  on  the  credit  rating  of  the  counterparty.    (Question  16  of  the  Concept 
Release.) 

(ii)  Regarding  comment  on  how  the  capital  rule  should  be  structured  to  reduce 
f>otential  future  credit  exposure,  the  RMC  suggested  that  a  broker-dealer's 
future  credit  exposure  be  determined  based  upon  a  "portfolio  approach,"  which, 
to  the  extent  netting  is  enforceable,  should  be  based  on  the  overall  net 
expected  cash  flow  of  a  broker-dealer.    To  the  extent  that  netting  arrangements 
are  not    enforceable,  the  RMC  suggested  a  "greater  of  longs  or  shorts" 
approach  which  would  apply  a  capital  charge  for  future  credit  exposure  on  the 
worst  case  scenario.  (Question  17  of  the  Concept  Release.) 


''  The  RMC  is  ■  coaliiioa  of  Chica|o  rmaacial  iottitutioas  and  busiocsKS  iodnding  major  banks,  the  four  Chkafo 
eschaafcs,  uaivcisities,  indinf  and  iavcstraent  rums,  and  coipontions. 

^  The  rust  approach  would  rcquiic  brokcr-deakn  lo  take  too  charfes  to  their  capital,  a  basic  charfc  and  a  conceniiatioa 
chaifc 
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(iii)  Regarding  the  extent  to  which  netting  of  contracts  with  a  single 
counterparty  should  be  permitted,  the  RMC  indicated  that  netting  should  be 
permitted  to  the  extent  multiple  products  are  documented  under  the  same 
master  agreement  and  netting  is  enforceable  under  the  laws  of  the  applicable 
jurisdictions.    In  jurisdictions  where  enforceability  of  netting  is  not  clear,  a 
gross  positive  mark-to-market  or  greater  of  longs  or  shorts  method  should  be 
applied  to  the  calculation  of  capital.    (Question  18  of  the  Concept  Release.) 

(iv)  Regarding  the  appropriate  cushion  to  be  added  to  the  "credit  equivalent 
amount"  used  in  the  calculation  of  capital  for  credit  risk  associated  with  OTC 
derivatives,  the  RMC  suggested  that  more  refined  distinaions  be  made  between 
contracts  of  varying  durations,  such  as  five  and  ten  year  contracts,  which  are 
common.    (The  Concept  Release  suggested  two  categories:  less  than  one  year; 
and  greater  than  one  year.)    (Question  19  of  the  Concept  Release.) 
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SECTION  IV 


Conclusions  and  Recommendations 
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SECTION  IV  ~    CONCLUSIONS  AND  RECOMMENDATIONS 

Few  issues  are  more  perplexing  from  a  public  policy  perspective  than  those  that 
relate  to  regulation  of   derivative  products.    Conventional  wisdom  is  that  derivatives 
trading  is  currently  being  conducted  in  a  manner  that  does  not  adversely  effea  the 
safety  and  soundness  of  the  financial  system  and  does  not  represent  significant 
systemic  risk.    However,  the  sheer  magnitude  of  the  market  and  the  extraordinary 
growth  in  produa  trading  present  worrying  concerns.    Regulators  have  no  choice 
except  to  establish  as  the  highest  possible  priority  the  need  to  be  vigilant  in  guarding 
against  the  potential  risks  to  individual  institutions  and  to  the  financial  system  as  a 
whole  posed  by  derivatives  trading.    Despite  the  apparent  benefits  of  wider  use  of 
derivative  products,  a  persuasive  argument  can  be  made  that  only  sophisticated  users 
with  comprehensive  risk  management  strategies,  qualified  personnel,  and  deep 
financial  reserves  should  participate  actively  in  this  exploding  market. 

In  analyzing  the  public  policy  concerns  related  to  derivatives,  legislators  and 
regulators  have  an  obligation  to  review  repeatedly  the  following  questions: 

1)  Are  adequate  uniform  capital,  accounting  and  disclosure  standards  for 
derivative  products  in  place? 

2)  Is  there  adequate  coordination  between  U.S.  and  foreign  regulators? 

3)  Are  there  unique  issues  regarding  the  payments,  clearing  and  settlement 
systems  related  to  derivatives? 

4)  What  are  the  benefits  realized  by  users  of  derivatives  for  risk-management 
purposes? 

5)  Do  dealers  and  end-users  of  derivatives  have  adequate  internal  controls? 

6)  Are  there  adequate  protections  in  place  to  protea  unsophisticated  end- 
users? 

7)  How  extensively  are  derivatives  used  for  purposes  of  speculation  and  what 
should  be  the  role  of  speculators?  and 

8)  What  is  the  level  of  systemic  risk  posed  by  derivatives? 


Policymakers  must  be  careful  to  understand  the  broad  array  of  products  and 
services  that  are  subsumed  under  the  rubric  of  "derivatives."    For  example,  the  ratings 
agencies  assign  widely  varying  levels  of  credit  risk  to  different  products  which  are  ail 
considered  derivative  instruments.    Commodity  or  equity  contracts,  currency  swaps, 
currency  options,  currency  futures  or  forwards,  interest  rate  swaps,  interest  rate 
options  and  interest  rate  futures  or  forwards  represent  different  types  of  derivative 
products,  all  with  an  entirely  separate  risk  factor.    This  highlights  the  sophistication  in 
the  market  and  also  higiilights  the  problems  that  policymakers  may  confront  as  they 
consider  the  need  to  supervise  this  market. 
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In  examining  the  different  types  of  derivative  instruments,  it  is  important  to 
acknowledge  the  benefits  that  derivative  products  provide  as  a  risk  management  tool 
for  both  financial  and  non-financial  firms.    By  allowing  companies  to  better  manage 
the  risk  on  their  balance  sheets,  the  prudent  use  of  derivatives  helps  market 
panicipants  guard  against  market  volatility,  thus  providing  a  more  stable  environment 
for  job  creation.    In  panicular,  prudential  use  of  derivatives  products  insulates 
companies  fi-om  volatile  interest  rate  and  foreign  currency  exposures. 

In  addition,  the  lower  cost  of  funds  made  possible  by  the  growing  use  of 
derivative  instruments  has  provided  more  affordable  housing  and  cheaper  student 
loans  while  decreasing  taxpayer  exposure  at  govenunent  sponsored  enterprises  such  as 
Faimie  Mae,  Freddie  Mac  and  Sallie  Mae.    In  fact,  the  U.S.  Government  may  want 
to  examine  the  advantages  of  these  products  to  lower  its  funding  costs  and  thereby 
reduce  the  budget  deficit.    Sovereigns  throughout  the  industrialized  world  use 
sophisticated  financial  techniques,  including  derivatives,  for  more  efficient  management 
of  their  financial  needs  to  the  direct  benefit  of  their  taxpayers.    Although  risks  exist 
in  the  speculative  use  of  derivatives,  a  strong  case  can  be  made  that  for  hedging 
purposes,  greater  use  of  derivatives  should  be  contemplated  by  the  U.S.  Government. 
In  fact,  the  U.S.  Treasury  today  may  be  assuming  a  greater  risk  in  its  current  efforts 
to  shorten  maturities  of  U.S.  borrowings  than  it  would  be  in  using  derivative  products 
for  financial  management  purposes. 

While  derivatives  make  up  only  a  small  fraction  of  the  trading  activities  at 
insured  financial  institutions,  and  while  derivative  products  often  serve  a  useful  role  in 
reducing  rather  than  increasing  institutional  risk,  the  potendal  exists  that  these 
products  could  also  be  used  for  speculative  activities.    There  is  no  escaping  the 
circumstance  that  derivative  activities  in  the  '90's  must  be  examined  in  the  context  of 
the  decade  of  the  '80's  where  America  over-leveraged  itself  with  junk  bonds,  junk  real 
estate  and  junk  S&Ls  of  its  own  making  and  junk  debt  of  LDC  manufacture. 

It  may  be  irrational  to  draw  parallels  with  other  circumstances  in  other  time 
frames,  but  there  are  several  aspects  of  mistakes  made  in  private  sector  finance  over 
the  past  several  decades  wonhy  of  review  in  the  context  of  derivatives  trading. 

As  we  look  at  Penn  Square,  which  symbolized  an  imprudent  effort  to  advance 
a  credible  idea  -  i.e.,  merchant  banking  ~  it  is  impressive  that  several  of  America's 
largest,  most  respected  banks  fell  prey  to  the  idea  of  rewarding  a  few  key  employees 
on  a  quasi-commission  basis  for  increasing  volume  in  loan  originadons.    Quality  which 
had  been  the  hallmark  of  Continental  Bank  in  secondary  agricultural  loan  purchases 
was  given  limited  purview  with  the  more  fashionable  oil  field  generated  loans  of  Penn 
Square.    Likewise,  as  we  look  at  the  high  flyers  in  the  S&L  industry  in  the  1980's,  it 
is  impressive  how  they  understood  that  extraordinary  leveraging  implied  socializing  risk 
for  the  public  taxpayer  in  the  long  run,  but  privatizing  profit  for  the  few  in  the  shon 
run.    In  federally  insured  banidng  institutions  the  small  number  of  employee  traders 
dealing  in  derivatives  instruments  today  are  in  effect  being  paid  multi-million  dollar 
commissions,  privatizing  individual  gain  but  leaving  risk  to  be  absorbed  by  the 
shareholders  of  the  institutions  in  the  first  instance  and  the  public  through  the  deposit 
insurance  safetv  net  in  final  reson. 
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As  we  look  at  the  junk  bonds  of  the  1980's,  it  is  impressive  how  a  credible 
social  idea  -  the  need  for  secondary  financing  of  below  grade  debt  -  was  raispriced 
and  misadvanced.    As  we  look  at  the  growth  of  LDC  debt  in  the  1970's  and  early 
1980's,  it  is  impressive  how  fast  growth  caused  the  nature  of  an  historically  risk- 
averse  produa  to  change  and  how  little  prudential  proteaion  emerged  from  the  faa 
that  a  number  of  respected  large  institutions  expanded  market  share  together. 
Follow-thy-competitor  policies  produced  beggar-thy-neighbor  effects. 

In  this  historical  circumstance,  bank  management  would  appear  to  have  a 
profound  obligation  to  be  particularly  attentive  to  the  risks  inherent  in  markets  that 
compound  in  size.    Accountability  must  be  the  watch  word.    Here  it  should  be 
stressed  that  bank  assistance  to  customers  who  panicipate  in  hedging  financial  risk 
represents  a  readily  defensible  societal  activity.    But  trading  for  an  institution's  own 
account  carries  quasi-gambling  implications,  a  step  removed  from  clear  social  purpose 
for  which  the  taxpayer  should  be  on  the  line.    It  is  because  of  this  circumstance  that 
the  call  for  governmental  regulation  cannot  be  dismissed. 

In  addition,  human  nature  being  what  it  is,  the  prospect  of  destabilizing 
speculation  in  certain  types  of  these  products  cannot  be  ruled  out.    Financial  markets 
and  the  risks  involved  change  rapidly.    New  products  are  introduced  every  day  and  it 
is  often  difficult  for  private  sector  participants  as  well  as  policymakers  in  government 
to  judge  adequately  new  risks.    Currency  markets,  for  instance,  which  have  been  such 
a  source  of  money  center  bank  protltability  in  recent  years,  could  become  more 
problematic  if  new,  less-sophisticated  entrants  attempt  to  play  leveraged  games  with 
other  peoples'  money. 

It  should  be  noted  that  in  analyzing  ten  years  of  trading  results,  quanerly 
trading  losses  were  posted  only  four  times  by  derivatives  dealers  ~  once  by  J.  P. 
Morgan  and  three  times  by  First  Chicago.    Cumulative  losses  incurred  in  those 
quaners  were  just  S19  million.    These  are  dwart'ed  by  the  trading  revenues  earned  in 
the  other  36  quaners  examined:    S35.9  billion,  which  amounts  to  almost  a  2,000  to  1 
profit-to-loss  relationship.    The  fact  that  trading  activities  have  been  so  consistently 
profitable  indicates  that  the  proprietary  risk  taken  by  banks  in  these  aaivities  so  far 
has  been  prudent  or  at  least  quite  fortunate.    These  statistics  give  some  comfon  that 
risk  management  constraints  have  not  been  ignored  in  the  private  seaor.    However, 
all  panies  must  recognize  that  while  the  past  may  be  prologue,  historical  experience  is 
not  always  a  guide  to  the  future,  especially  when  a  relatively  new  market  explodes  in 
size.    Hence,  regulators  have  an  obligation  to  stay  on  guard  as  this  marketplace 
expands  in  a  time  of  unprecedented  economic  uncenainties. 

For  example,  the  question  of  the  adequacy  of  regulation  for  insurance 
companies  involved  in  derivatives  activities  appears  to  be  an  unresolved  issue. 
Currently,  regulation  of  insurance  companies'  derivative  activities  is  handled  at  the 
state  level.    While  apparently  no  material  losses  have  been  realized  in  the  insurance 
industry  related  to  derivatives  trading  to  date,  there  is  no  indication  that  state 
insurance  regulators  have  the  expenise  to  monitor  such  trading.    Therefore,  legislating 
Federal  accountability  for  derivative  activities  of  unregulated  companies  is  an  issue 
that  can't  be  ducked.    Such  an  approach  may  involve  regulating  some  derivatives 
trading  by  product  type,  rather  than  simply  by  type  of  institution.    Segments  of  the 
derivative  market  might  thus  be  regulated  under  a  framework  similar  to  the  Federal 
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securities  laws  where  regulatory  standards  exist  for  securities  products,  regardless  of 
the  type  of  issuer.    Administration  of  a  federal  regulatory  approach  for  derivatives 
could  be  handled  by  existing  agencies  coordinated  through  an  interagency  commission. 

In  the  derivatives  arena  there  is  also  the  problem  of  new  entrants.    Herds  that 
feed  on  tall  grass  don't  go  unnoticed.    If  problems  develop  in  the  derivatives 
marketplace,  it  appears  that  they  will  be  less  likely  to  stem  from  the  major  firms 
operating  in  the  mainstream,  than  from  firms  that  are  new  entrants  or  operating  at 
the  fringes  of  this  market    Any  regulation  in  the  derivatives  area  must  be  premised 
on  the  assumption  that  all  market  participants  are  not  equal  in  sophistication  or 
integrity  and  that  distinctions  must  inevitably  be  made  between  prudential  and  less 
prudential  actors.    Just  as  well-run,  well-capitalized  financial  institutions  have  a 
powerful  case  for  considerable  deregulation  today,  poorly  run,  poorly  capitalized 
institutions  demand  significant,  if  not  draconian  oversight. 

As  the  market  expands  to  new  entrants,  inevitably  small  businesses  become 
increasingly  involved.    The  more  profitable  a  market  becomes,  the  more  likely  that  a 
large  party  will  be  in  a  position  to  take  advantage  of  a  smaller  party.    I  am 
particularly  concerned  that  the  farther  trading  relationships  take  place  away  from  the 
money  centers,  the  further  away  business  people  are  from  eye  contact  and  hand 
shakes,  the  more  likely  bottom  line  incentives  will  override  ethical  concerns  in  the 
relations  of  larger  financial  intermediaries  to  smaller,  less  sophisticated  end-users.    In 
these  markets  the  small  fish  must  be  protected  from  the  sharks.    Disclosure  rules  are 
crucial.    For  example,  the  FDIC  has  suggested  that  there  should  be  enhanced 
disclosures  by  dealers  to  end-users.    In  addition,  the  OCCs  new  guidelines  suggest  a 
form  of  suitability  requirement  for  national  bank  dealers  in  their  relationships  with 
derivatives  customers. 

Regulators  must  be  sensitive  to  questions  of  suitability  related  to  derivative 
instruments.      Wall  Street  cannot  be  allowed  to  use  unsophisticated  investors  to 
absorb  its  problems.    Looking  back  on  the  last  decade,  there  is  no  doubt  that  if  Wall 
Street  had  not  used  insured  S&Ls  as  a  repository  for  its  mistakes  concerning  mortgage 
backed  securities  and  junk  bonds,  then  the  taxpayer  would  be  better  off  today. 
Where  the  profit  motive  exists,  regulators  must  ensure  that  fair  markets  develop  and 
unsophisticated  customers  such  as  small  businesses  and  municipahues  are  protected. 

Regulators  must  be  extremely  discerning  in  their  supervision  of  derivatives. 
While  not  inherently  destabilizing,  derivatives  provide  ways  of  either  leveraging  or  de- 
leveraging  financial  instimtions.    One  institution's  hedge  may  be  another's  speculation. 
In  hindsight  it  is  clear  that  in  a  rising  interest  rate  market,  derivative  products  would 
have  been  particularly  useful  for  S&Ls  during  the  late  '70's  and  early  '80's  to  hedge 
against  interest  rate  risk.    Such  a  use  of  derivatives  as  a  financial  management  tool 
could  have  saved  the  taxpayer  significant  sums  of  money. 

Alternatively,  overuse  or  misuse  of  derivatives  when  markets  turn  can  cause 
market  participants  to  get  into  trouble.     This  is  evidenced  in  the  questions  that  still 
persist  related  to  the  case  of  Franklin  Savings  in  Kansas.    .Merits  of  the  legal 
circumstance  aside,  the  Franklin  case  underscores  the  need  for  industry  and  regulators 
to  share  on  a  nmely  basis  their  concerns,  and  for  risk  management  education  to  be  a 
mutual  responsibility. 
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The  use  of  derivative  instruments  must  be  weighed  from  a  policy  perspective  in 
terms  of  systemic  as  well  as  institutional  risk,  especially  as  such  risk  may  relate  to  the 
federally  insured  deposit  system. 

In  examining  the  risks  posed  by  derivative  instruments,  three  issues  stand  out: 
capital,  accounting,  and  disclosure.    Of  these  three  issues,  capital  would  appear  to  be 
the  most  important  factor.    Capital  is  the  cushion  that  protects  a  firm  from  credit  and 
market  risk.    For  an  insured  institution,  capital  represents  the  best  protection  for  the 
taxpayer  from  the  risks  inherent  in  the  marketplace. 


Below  is  a  table  summarizing  the  ten  largest  U.S.  bank  participants  in  derivatives 
trading,  as  of  October  29,  1993: 


Total 
Assets 


Total  Credit  Credit 

Derivatives  Equivalent      Exposure 

Exposure        as  %  capital 


CHEMICAL  BANK 

BANKERS  TRUST  CO. 

CITIBANK 

MORGAN  GUARANTY  TRUST  CO. 

CHASE  MANHATTAN 

BANK  OF  AMERICA 

FIRST  NATIONAL  BANK 

OF  CHICAGO 
CONTINENTAL  BANK 
REPUBLIC  NATIONAL  BANK 

OF  NT 
3ANK  OF  NEW  YORK 


$110.4 

$2,114.0 

$31.9 

268% 

63.9 

1,802J 

29.5 

571 

168.6 

1,789J 

38.2 

230 

103.5 

1.537.5 

37.9 

458 

79.9 

1.026.1 

23.0 

269 

134.0 

893.5 

21.7 

146 

34.1 

457.4 

10.1 

269 

22.0 

169.9 

2.5 

91 

28.4 

167.7 

2.7 

104 

35.8 


922  1.7  41 

(Source:    Office  of  the  Compimller  of  the  Cumncyj 
[from  ihe  Amencan  Banker  dated  October  29.19931 


It  is  not  an  easy  task  to  determine  the  amount  of  capital  that  should  be 
dedicated  or  reserved  by  a  bank  for  purposes  of  its  derivative  business.    What  is 
possible  to  note  is  that  if  market  participants  are  not  required  to  maintain  strong 
capital  positions  and/or  reserve  against  systematic  risk,  it  will  be  non-participants  - 
community  banks  in  the  first  instance  through  the  deposit  insurance  safety  net  and  the 
taxpayers  in  the  event  of  a  market  debacle  --  who  will  pick  up  the  tab  for  the 
mistakes  of  a  few. 

While  the  new  proposed  BIS  capital  stanaards  would  take  into  account  netting 
and  apply  separate  standards  for  interest  rate  and  market  risks,  new  interest  rate  and 
.Tiarket  risk  standards  are  qox  an  adequate  substitute  for  a  strong  leverage 
requirement.    A  strong  leverage  ratio  remains  the  most  imponant  protection  for 
taxpayers  against  risk  in  the  financial  system.    It  also  remains  the  fairest  way  to 
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constrain  competitive  growth  within  the  banking  sector.    One  of  the  least  analyzed 
parts  of  the  American  S&L  expansion  in  the  1980's  was  the  degree  to  which  lack  of 
attention  to  capital  standards  caused  disproportionate  deposit  growth  in  certain 
institutions  in  a  certain  industry  in  certain  parts  of  the  country.    Attention  to  leverage 
ratios  is  not  only  important  in  assessing  taxpayer  risk,  but  also  for  competitive  equity, 
and  regional  and  industrial  credit  allocation. 

The  issue  of  capital  standards  for  derivatives  trading  is  an  area  in  which  further 
research  should  be  encouraged,  recognizing  that  pubUc  sector  judgments  may  not 
always  coincide  with  private  sector  recommendations. 

Concerning  accoimting  and  disclosure  standards,  greater  harmonization  of 
international  standards  should  be  strongly  supported.    Greater  transparency  is  critical 
to  the  integrity  of  our  financial  markets. 

One  final  area  for  supervisory  concern  that  is  often  overlooked  is  the  question 
of  the  legal  risk  involved  in  derivatives  activities.    Legal  risk  is  currentiy  a  wild-card 
in  the  system  and,  as  evidenced  by  the  case  of  U.K.  authorities  in  Hammersmith  and 
Fulham,  one  that  is  unpredictable  even  in  developed  societies.    Until  this  goal  is 
reached  regulators  must  be  especially  sensitive  to  this  potential  problem  area. 

In  dealing  with  supervisory  standards  for  capital,  accounting,  and  disclosure, 
legislators  have  littie  choice  but  to  rely  rather  heavily  on  the  judgment  of  regulatory 
agencies.    This  leads  to  one  of  the  most  pressing  challenges  of  government  --  the 
need  for  careful  attention  to  quality  control  in  appointments.    In  general,  the  private 
sector,  because  of  incentive  motivations,  is  much  smarter  with  money  than  the  public 
sector.    This  is  why  it  is  particularly  imponant  to  have  people  at  government  agencies 
with  proven  expenise.    The  government  cannot  be  run  with  campaign  managers, 
panicularly  at  organizations  that  demand  sophisticated  knowledge  such  as  the  financial 
regulatory  agencies.    Appointments  to  these  agencies  must  be  made  based  on  merit 
and  not  as  a  reflection  of  political  indebtedness  by  a  candidate  to  an  individual  or 
industry  group.    Nothing  underscores  the  need  for  a  government  of  meritocracy  more 
than  the  challenges  the  Executive  branch  faces  in  regulating  products  such  as 
derivatives. 

Derivatives  also  underscore  the  need  for  the  goverrmient  to  work  with  industry 
groups  to  monitor  complex  financial  products.    While  the  history  of  industry  self- 
regulation  has  not  been  overly  impressive,  clearly  to  date,  in  the  derivatives  area,  the 
private  sector  is  leading  the  public,  not  only  in  the  development  of  new  market 
instruments,  but  with  techniques  to  manage  and  constrain  risk.    Care,  however,  must 
be  taken  to  insure  that  we  not  have  a  least  common  denominator  approach  taken  to 
regulation  which  might  be  adequate  only  for  one  kind  of  institution  in  one  time 
frame.    Tomorrow's  market  circumstances  and  market  panicipants  may  not  be  the 
same  as  todav's. 
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RECOMMENDATIONS 

1.)         Bank  and  thrift  regulators  should  retain  a  strong  leverage  capital  standard  to 
generally  guard  against  risks  at  insured  financial  institutions,  including  risks 
posed  by  derivative  instruments.    Regardless  of  the  new  risk  based  standards 
that  take  into  account  netting,  market  risk  and  interest  rate  risk,  there  is  no 
substitute  for  a  strong  leverage  capital  requirement. 

2.)         Comparable  rules  concerning  capital,  accounting,  disclosure  and  suitability  should 
exist  whether  derivatives  activities  are  conducted  by  a  bank,  broker-dealer, 
insurance  company  or  other  type  of  financial  institution. 

3.)         Regulatory  agencies,  led  by  the  FED  and  Treasury  should  pursue  international 
discussions  to  achieve  harmonization  of  international  standards  related  to 
derivatives  trading  with  the  understanding  that  U.S.  standards  may,  if 
appropriate,  be  more  stringent. 

4.)         An  interagency  commission  should  be  established  by  statute  to  consider 

comparable  rules  related  to  capital,  accounting,  disclosure  and  suitability  for 
dealers  and  end-users  of  OTC  derivative  products.    In  addition,  the  commission 
should  meet  regularly  to  keep  abreast  of  changes  in  the  derivatives  marketplace 
and  consider  other  issues  related  to  derivatives  as  appropriate.    Members  of  the 
commission  should  include  the  federal  banking  commission  agencies,  SEC,  CFTC 
and  the  Secretary  of  Treasury  or  a  designee.    Uniform  commission  rules  for 
derivatives  should  be  applied  to  all  market  participants.    Currently  unregulated 
market  participants,  such  as  insurance  companies,  should  be  supervised  by  either 
the  SEC  or  the  Secretary  of  Treasury. 

5.)         Banking  regulatory  agencies  should  discourage  active  trading  in  derivative 
markets  by  insured  institutions,  particularly  smaller  institutions,  unless 
management  can  convincingly  demonstrate  both  sufficient  capitalization  and 
sophisticated  technical  capabilities. 

6.)         The  federal  banking  agencies  should  conduct  joint  regulatory  examinations  for 
major  derivatives  dealers  including  coordinated  examination  of  banks  and  their 
affiliated  holding  companies. 

7.)  The  federal  banking  agencies  should  establish  coordinated  training  programs  for 
examiners  involved  in  monitoring  derivatives  activities  at  dealer  banks  and  end- 
users. 

8.)  Regulators  should  require  specific  written  policies  approved  by  the  board  of 

directors  to  be  in  place  tor  dealers  and  end-users  of  derivatives  setting 
prudential  standards  for  management  of  the  risks  involved  in  derivative  activities 
and  establishing  a  framework  for  internal  controls. 

9.)  Regulations  or  guidelines  implementing  §  132  of  FDICIA  should  outline  proper 
internal  controls  for  derivatives  activities  at  insured  institutions. 
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10.)       The  federal  banking  agencies  should  define  the  failure  of  institution-afBliated 
parties  to  have  adequate  technical  expertise  to  be  engaged  in  derivatives 
activities,  commensurate  for  the  level  of  activity,  as  an  "unsafe  or  unsoimd" 
banking  practice,  subjea  to  civil  money  penalties  or  a  corrective  cease  and 
desist  order.    If  an  insured  institution  suffers  or  will  probably  suffer  a  financial 
loss  or  other  damage  involving  the  willful  or  continuing  disregard  of  such  an 
unsafe  or  unsound  banking  practice,  then  appropriate  institution-affiliated  parties 
should  be  removed  by  the  regulator. 

11.)       The  federal  banking  agencies  should  work  to  enhance  the  current  risk-based 
capital  standards  to  include  off-balance  sheet  instruments  and  activities  not 
currently  covered.    The  federal  banking  agencies  should  evaluate  the  need  to 
potentially  increase  capital  requirements  associated  with  the  "future  credit 
component"  or  "add-on"  component  of  the  current  risk  based  capital  standards. 
In  addition,  the  federal  banking  regulators  should  nQi  implement  proposals 
related  to  bi-lateral  netting  if  such  proposals  have  the  effea  of  reducing  capital 
standards  for  derivative  activities  without  a  clearly  commensurate  decrease  in 
credit  and  legal  risk. 

12.)       Regulators  should  set  guidelines  for  the  use  of  collateral  by  coimterparties  to 

derivatives  transactions.    Some  market  participants  have  negotiated  contracts  that 
require  the  posting  of  collateral  if  certain  "triggering  events"  occur.    In  some 
cases,  the  triggering  event  is  based  on  the  size  of  exposure  using  market  values; 
in  other  cases  it  may  be  based  on  the  creditwonhiness  of  the  counterparty. 
Excessive  reliance  on  such  collateral  triggers,  particularly  those  based  on 
creditworthiness,  may  be  imprudent.    In  particular,  such  collateral  arrangements 
could  place  substantial  liquidity  pressures  on  a  counterparty  just  when  its 
creditworthiness  is  weakening  and  its  access  to  liquidity  is  more  limited. 

13.)  In  evaluating  a  firm's  models  and  simulations  for  purposes  of  evaluating  credit 
and  market  risk,  the  regulators  should  adopt  capital,  accoimting  and  disclosure 
standards  based  on  a  99%  comidence  interval  (3  standard  deviations). 

14.)       Call  reports  should  be  expanded  to  include  enhanced  information  to  assess 
market  risks,  concentration  of  counterparty  exposures  and  the  risk  reducing 
effects  of  legally  enforceable  netting  contracts.    In  addition,  incremental 
information  that  would  differentiate  derivatives  used  for  hedging  purposes  from 
other  derivatives  and  that  would  identify  the  related  impact  of  each  category  on 
bank  earnings  and  balance  sheets  as  well  as  any  deferred  hedging  losses  or 
gains  could  also  be  useful.  Call  repon  changes  should  be  made  in  a  manner 
designed  to  minimize  any  additional  regulatory  burden  placed  on  insured 
institutions. 

15.)  Enhanced  uniform  disclosure  standards  should  be  established  by  the  regulators 
for  derivatives  aaivities.    These  enhanced  disclosures  should  include: 

a.)       Greater  disclosure  of  the  extent  of  derivatives  activities  by  an  institution, 
both  on-  and  off-balance  sheet,  as  well  as  additional  numerical  data 
regarding  the  types  and  maturities  of  various  derivative  instruments. 
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These  disclosures  would  be  beneficial  to  regulators  and  to  the  market 

b.)       Disclosure  to  the  regulators  of  individual  revenue  sources  from  derivatives 
activities. 

c.)        Disclosure  of  the  level  of  speculative  activity  in  derivatives  conducted  by 
dealers.    While  this  form  of  disclosure  may  be  difficult  for  some 
institutions  under  their  current  struaure,  it  is  currently  available  at 
certain  dealers.    There  is  no  reason  that  trading  activities  cannot  be 
broken  down  into  component  parts  and  that,  for  instance,  customer 
trading  services,  institution  hedging,  and  risk  management  aaivities  cannot 
be  segregated  from  speculative  activities  with  these  differentiations 
disclosed,  at  least  to  regulatory  agencies. 

16.)       FASB  and  others  responsible  for  setting  accounting  standards  should,  as  a  high 
priority,  issue  definitive  guidance  on  reporting  for  financial  instruments,  including 
derivatives. 

17.)       Regulators  and  other  standard-setting  bodies  need  to  provide  clearer  guidance 
on  defining  when  risk  management  or  hedge  accounting  is  appropriate. 

18.)       Regulators  should  establish  uniform  guidelines  as  to  an  appropriate  credit  risk 
reserve  that  should  be  taken  in  conjunction  with  each  transaction.    While 
reserving  for  credit  risk  appears  to  be  common  among  major  derivatives  dealers, 
it  does  not  appear  to  be  a  uniform  practice. 

19.)        Non-U.S.  firms  operating  in  this  country  should  be  subject  to  the  same  capital, 
accounting,  disclosure  and  suitability  requirements  as  U.S.  firms. 

20.)        Regulators  must  adequately  account  for  the  legal  risk  related  to  non-U.S. 

counterpanies.    Regulators  should  ensure  that  institutions  have  adequate  internal 
controls  that  take  into  account  and  set  limits  for  legal  risk.    Higher  capital 
requirements  should  be  imposed  in  cases  where  the  legal  enforceability  of 
agreements  with  counterpanies  is  not  cenain. 

21.)        Regulators  should  work  with  industry  groups  to  increase  the  standardization  of 
documentation  and  the  use  of  standard  documents  by  all  market  panicipants. 
Increased  standardization  of  documentation  should  decrease  legal  risk.    In 
addition,  as  documentation  becomes  standardized,  it  will  be  easier  for  end-users 
to  assess  the  risk/reward  trade-offs  of  proposed  derivative  transactions. 

22.)        Regulators  of  financial  tirms  marketing  derivative  products  should  insist  upon 
high  ethical  standards  in  the  sales  practices  of  derivative  units.    The  federal 
banicing  agencies  should  adopt  uniform  guidelines,  similar  to  the  OCC 
guidelines,  requiring  that  a  dealer  bank  should  seek  to  understand  the 
applicability  of  financial  derivative  instruments  to  the  risks  a  bank-customer  is 
attempting  to  manage.    The  banx  dealer  should  be  required  to  evaluate  whether 
a  panicular  transaction  is  appropriate  for  a  panicuiar  customer.    Proper  due 
diligence  in  evaluating  the  appropriateness  of  a  derivative  product  for  a 
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prospective  customer  is  the  best  safe-guard  for  both  the  dealer  and  the  end- 
user.    The  regulators  should  also  consider  whether  industry-wide  suitability  rules 
should  be  enacted  and  cross-industry  guidelines  enacted. 

23.)       Regulators  should  examine  the  merits  of  whether  dealer  disclosures  as  part  of 
individual  counterparty  agreements  should  be  significantly  expanded  and 
improved,  particularly  with  regard  to  the  specific  costs  and  risks  of  derivative 
instruments  in  varying  interest  rate  or  other  market  change  scenarios.    Such 
disclosures  could  be  made  mandatory  when  dealers  enter  into  transactions  with 
customers,  particularly  less  sophisticated  end-users  such  as  many  smaller  banks, 
thrifts,  businesses  and  retail  customers. 

24.)       The  federal  banking  agencies  should  jointly  promote  and  participate  in 
educational  programs  related  to  derivatives  so  that  potential  end-users, 
particularly  smaller  institutions,  may  be  better  informed  as  to  the  risks  and 
benefits  of  derivatives  activities. 

25.)       The  appropriate  regulators  should  establish  minimum  prudential  practices  for 
municipalities  and  pension  funds  that  may  use  derivatives.    Taxpayers  and 
pension  fund  participants  may  unknowingly  be  at  risk  from  inappropriate 
investments  in  derivatives.    .Anecdotal  evidence  indicates  that  the  level  of 
expertise  with  derivatives  exhibited  by  municipalities  and  pension  funds  is  widely 
varying. 

26.)       Regulators  should  examine  the  need  for  enhanced  disclosures  to  customers  of 
the  risks  that  may  be  involved  with  derivative  products,  including  embedded 
securities,  for  mutual  funds  that  are  end-users  of  derivatives. 

27.)       The  regulatory  agencies  should  provide  to  Congress  recommendations  to 

conform  the  netting  provisions  contained  in  the  Bankruptcy  Code,  FIRREA  and 
FDICIA  to  a  single  standard  for  purposes  of  greater  efficiency.    Pursuant  to  the 
recommendation  of  the  FDIC.  any  prospective  legislation  should  expand  record 
keeping  requirements  for  QFCs  at  undercapitalized  institutions.    In  addition, 
pursuant  to  the  recommendation  of  the  FED,  federal  funds  transactions  and 
spot  contracts  should  be  covered  under  the  statutory  scheme. 

28.)       Regulators  should  examine  the  need  for  regulations  to  protect  against  systemic 
risk.    While  the  OCC  has  expressed  reservations  about  such  need,  the  SEC 
would  appear  to  have  a  persuasive  case  in  suggesting  that  regulation  may  be  the 
only  means  of  ensuring  that  systemic  risk  is  adequately  addressed  by 
participants.    As  the  SEC  points  out.  there  is  no  agreement  among  dealers  and 
end-users  on  how  to  manage  systemic  risk.    Since  currently  dealers  and  end- 
users  have  a  comoetitive  bias  against  factoring  systemic  risk  into  their  individual 
risk  calculations,  it  would  appear  that  regulation  is  the  only  responsible  method 
of  achieving  such  an  objective. 

29.)       The  U.S.  Treasury  should  evaluate  the  benefits  of  utilizing  derivative  instruments 
for  hedging  purposes  to  improve  the  efficiency  of  government  tlnancial 
management  practices.    Sovereigns  around  the  world  use  derivatives  for  financial 

i58 
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risk  management  purposes. 


30.)       To  the  extent  that  the  recommendations  described  above  may  not  be 
implemented  administratively,  framework  legislation  outlining  regulatory 
responsibilities  without  delineating  specificity  in  standards  setting  may  be 
necessary. 
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FEDERAL  DEPOSIT  INSURANCE  CORPORATION.  w.sh.r.gion.  oc  20«» 

OFFICE  OF  THE  CHAIRMAN 


October  1,  1993 


Honorable  James  A,  Leach 
Ranking  Minority  Member 
Committee  on  Banking, 

Finance  and  Urban  Development 
House  of  Representatives 
Washington,  D.C.   20515 

Dear  Congressman  Leach: 

Thank  you  for  your  letter  regarding  the  derivative 
product  activities  of  insured  financial  institutions. 

We  are  pleased  to  enclose  staff  responses  to  your 
enumerated  questions.   While  derivative  activities  have 
a  much  broader  applicability  to  the  FDIC  as  insurer, 
this  response  in  large  part  focuses  on  state  non-member 
banks  for  which  the  FDIC  is  the  primary  regulator. 

If  you  or  your  staff  have  any  further  questions, 
our  Office  of  Legislative  Affairs  can  be  reached  at 
898-8730. 


C .  Hove ,  Jr . 
Acting  Chairman 


Enclosure 
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Federal  Deposit  Insurance  Corporation 


September  30, 1993 
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SUMMARY 

•  The  Federal  Deposit  Insurance  Corporation  (FDIC)  recognizes  that  the  size, 
complexity  and  dramatic  growth  of  the  market  for  financial  derivatives  demands 
increased  regulatory  scrutiny  and  concern. 

•  The  global  market  for  financial  derivatives  can  and  does  provide  substantial 
funding,  liquidity,  and  risk  management  benefits  to  virtually  all  segments  of  the 
domestic  and  international  economy,  including  insured  financial  institutions. 

•  Due  to  sometimes  widely  disparate  legal,  accounting  and  tax  treatments 
accorded  entities  involved  in  this  worldwide  activity,  significant  work  remains 
to  be  done  in  determining  the  accurate  measurement  and  reporting  of 
derivatives  exposure  for  market  participants. 

•  In  response  to  the  potential  risk  exposure  to  insured  institutions  resulting  from 
increasing  involvement  in  this  expanding  market,  the  FDIC  continues  to  refme 
existing  examination  and  supervisory  guidance. 

•  So  long  as  existing  supervisory  rules  and  guidelines  can  be  broadly  interpreted, 
are  routinely  updated,  and  are  rigorously  enforced,  the  FDIC  believes  that 
appropriate  supervision  and  risk  control  over  participation  in  the  financial 
derivatives  market  by  insured  institutions  can  be  achieved  without  significant 
additional  regulations. 

•  The  recently  annouiKed  interagency  task  force  will  provide  an  additional  forum 
for  the  FDIC,  as  primary  regulator  for  state  non-member  banks  and  as  insurer 
of  financial  institutions,  to  continue  its  efforts  to  thoroughly  examine  the  risks 
and  supervisory  issues  related  to  derivative  activities. 
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INTRODUCTORY  COMMENTS 

Financial  derivatives',  also  commonly  known  and  referred  to  as  derivative 
instruments,  derivative  products,  fmancial  contracts,  and  synthetics,  are  the  most 
rapidly  growing  part  of  the  world  financial  markets.   Several  large,  federally  insured, 
U.S.  banks  have  been  for  years  among  the  most  visible  and  active  participants  in  this 
market,  and  the  growing  acceptance  and  popularity  of  these  instruments  has  led  to  the 
increased  involvement  by  virtually  every  segment  of  the  domestic  economy,  including 
smaller  financial  institutions.   This  marke^lace  has  become  increasingly  important  to 
the  competitiveness  of  U.S.  financial  instimtions,  both  from  the  standpoint  of  a  source 
of  revenue  and  as  part  of  an  efficient  asset  and  liability  strategy.   Some  of  the  largest 
individual  participants  in  this  market  worldwide  are  the  treasury  or  trading  arms  of 
U.S.  commercial  banks. 

Besides  being  the  fastest  developing  element  of  the  global  marketplace,  financial 
derivatives  are  arguably  the  least  well  understood.   The  complexity  of  these 
instruments  is  largely  the  result  of  the  pricing  mechanisms  and  option  features,  which 
involve  extensive  mathematical  modeling  and  value  calculation  formulas. 

Broadly  defined,  a  derivatives  transaction  is  a  contract  whose  value  depends  on 
('derives'  from)  the  value  of  an  underlying  asset,  reference  rate,  or  index. 

Financial  derivatives  are  those  contracts  which  are  principally  designed  to  transfer 
price,  interest  rate  and  other  market  risks,  without  involving  the  actual  holding  or 
conveyance  of  balance  sheet  assets  or  liabilities.    These  instruments  or  contracts  are 
generally  stated  or  recognized  in  terms  of  a  'notional  value,'  an  amount  which  is  not 
carried  on  the  balance  sheet.   The  actual  market  value  usually  is  a  fractional  portion  of 
the  notional  value.   Hence  the  common  reference  to  'ofT  balance  sheet  instruments. 

These  instruments  can  be  divided  into  categories  based  on  the  nature  of  the  underlying 
assets  or  indices  that  determine  the  contract's  value.   Further,  they  are  either 


'  As  requested,  this  response  focuses  on  the  market  for  financial  derivatives.  While  collateralized 
mortgage  securities  products  (commonly  known  as  mortgage  derivatives)  are  a  well  established  part  of 
the  capital  markets  environment,  these  instruments  tend  to  be  carried  'on  balance  sheet,*  i.e.,  are 
reflected  as  assets  or  liabilities  on  the  published  finaiKial  statements  of  the  institution,  and  are  not 
made  part  of  this  response. 
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considered  "exchange  traded'  or  "over-the-counter"  (OTC)  products,  and  generally 
fall  into  one  of  four  categories: 

•  Interest  rate  contracts 

•  Foreign  exchange  contracts 

•  Equity  contracts 

•  Commodity  contracts 

The  bulk  of  all  financial  derivatives  remain  interest  rate  and  foreign  exchange 
contracts,  with  other  products  being  forwards,  futures,  forward  rate  agreements, 
currency  swaps,  options,  caps,  and  floors.^  Although  derivatives  are  becoming 
increasingly  complex  (for  example  contracts  combining  more  than  one  of  the  four 
categories,  multiple  indices  and  characteristics  of  several  different  products),  all 
synthetics  can  be  viewed  as  an  assemblage  of  forward  agreements  and  options. 
Analysis  of  pricing  and  risk  can  then  be  evaluated  much  like  any  other  financial 
product,  in  terms  of  the  structure  of  anticipated  cash  flows,  and  expectations  of  future 
interest  rates  and  economic  conditions. 

Phenomenal  growth  in  this  market,  largely  in  the  last  five  years,  has  resulted  in 
outstanding  contracts  numbering  in  the  millions  and  totalling  trillions  of  dollars  in 
notional  principal.   As  summarized  in  Appendix  H,  calendar  year  1992  saw  growth  in 
both  the  exchange  traded  and  OTC  markets.   Use  of  all  these  instruments  has  greatly 
expanded  as  these  products  have  developed  and  gained  wide  acceptance,  and  as 
volatility  in  the  financial  markets  has  increased. 

As  pointed  out  by  the  recently  released  study  by  the  Group  of  Thirty  (G30),  by  any 
measure,  derivatives  are  a  major  financial  activity.   However,  portrayal  as  a  multi- 
trillion  dollar  market  is  somewhat  deceptive,  both  in  terms  of  activity  and  actual 
"dollars  at  risk. "    This  is  principally  the  result  of  the  manner  in  which  most  of  these 
contracts  are  constructed.  Derivative  instruments  are  assembled  in  terms  of  notional 
principal  amounts,  which  are  the  underlying  face  amount  on  which  some  index,  price 
movement,  interest  rate  or  multiple,  acts  in  order  to  determine  the  actual  cash  flows  to 
be  paid  or  received.   Notional  principal  amounts  simply  facilitate  the  calculation  of  the 
future  cash  flows.   Different  types  of  derivative  instruments  have  different  notional 


'  S«e  Af^ndix  I  for  a  description  of  these  and  ocher  tenns. 
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principal  amounts  which  often  have  little  bearing  on  the  actual  potential  for  price 
movements  and  changes  in  cash  flows. 

Growth  in  exchange  traded  derivative  instruments  has  been  driven  by  the  need  for 
liquidity  enhancing  innovations,  while  the  growth  in  OTC  derivatives  has  been  the 
result  of  a  desire  for  market  risk  transferring  devices.   Financial  institutions  and  other 
businesses  have  found  increasing  need  to  alter  their  exposure  to  price  and  interest  rate 
movements  both  quickly  and  cheaply  in  response  to  the  rapidly  changing  global  market 
environments. 

Market  risk  was  principally  introduced  by  economic  volatility,  as  well  as  regulatory 
changes  which  heightened  and  revealed  the  dangers  of  rising  and  falling  interest  rates. 
With  the  advent  of  risk  based  capital,  derivatives  have  become  one  of  the  most  cost 
effective  methods  for  adjusting  balance  sheet  interest  rate  risk  (IRR).   The  general 
increase  in  corporate  leverage  over  the  last  decade  has  also  resulted  in  additional 
derivative  product  use  to  manage  funding  risks  associated  with  longer  maturities. 

The  FDIC  continues  to  believe  that  the  appropriate  monitoring,  examination,  and 
supervision  of  financial  derivative  activities  engaged  in  by  insured  institutions,  is  of 
the  highest  priority.   The  FDIC  recognizes  the  significant  risk  exposure  to  insured 
fmancial  institutions  presented  by  involvement  in  this  rapidly  changing  and  largely 
unregulated  market,  and  continues  to  work  on  refining  examination  guidance.   Work 
in  this  area  includes  but  is  not  limited  to,  cooperation  with  both  foreign  and  domestic 
financial  institution  regulators  on  issues  ranging  from  capital  requirements,  accounting 
standards,  and  contract  language;  implementation  of  constantly  updated  examination 
guidance;  and  education  of  relevant  personnel  to  the  nature  and  risks  of  the  derivatives 
marketplace. 

For  the  purposes  of  this  response,  the  principal  focus  is  the  extent  and  degree  of 
involvement  by  state  non-member  banks  for  which  the  FDIC  is  the  primary  regulator. 
However,  the  FDIC  studies  and  monitors  derivative  activities  throughout  the  banking 
industry.  Considering  the  explosive  growth  of  the  market,  the  vohmie  of  activity  at 
all  insured  institutions,  and  the  as  yet  unquantified  systemic  risk,  these  activities  have 
importance  to  the  FDIC  as  insurer  of  all  flnancial  institutions. 
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INDIVIDUAL  RESPONSES 

Relevant  documentation  and  supporting  information  are  found  in  the  attached 
appendices. 

Question  1.  To  supplement  the  discussion  on  "Superrision  and  Regulation  of 
Derivatiyes''  contained  in  Section  III  of  the  January  27,  1993  report  issued  jointly 
by  the  Federal  Reserve,  the  FDIC,  and  the  OCC  entitled  Derivative  Product 
Activities  pf  C^'"'"'^'^'^'  Bs^nk^  ("  Joint  Report")?  please  address  the  following: 

Question  la.  In  general,  please  summarize  and  provide  the  written  policies  and 
procedures  currently  used  by  your  agency  to  regulate  and  monitor  derivative 
activities  of  the  institutions  under  your  supervision.   Also,  please  provide  a 
sunmiary  of  your  regulatory  authority  over  derivative  transactions.' 

A 

la.      Written  policies  and  procedures  are  presently  embodied  in  the  Capital  Markets 
Reference  Manual  (relevant  sections  and  summary  are  attached  as  Appendix 
m).   This  represents  a  compilation  of  the  formal  written  guidance  used  as  the 
basis  for  FDIC  examination  and  supervision  of  all  capital  markets  activities, 
including  those  related  to  financial  derivatives.   As  such,  it  is  constantly  being 
updated  and  revised  as  necessary  to  reflect  this  constantly  evolving  market. 
Relevant  Examination  and  Policy  Memoranda,  applicable  accounting  literature, 
and  discussion  of  current  market  trends  and  coiKlitions  are  all  incorporated  as 
part  of  the  manual. 

The  Division  of  Supervision  (DOS)  of  the  FDIC  has  allocated  substantial 
resources  to  selecting  and  training  individuals  for  specific  involvement  in  the 
examination  and  supervision  of  capital  markets  activities.   These  individuals, 
currently  numbering  28,  are  located  in  the  eight  DOS  Regions  with  particular 


'  The  written  policies  and  procedures  requested  should  include  those  documents  used  in 
the  examination  process  to  assess,  among  otlier  tilings,  an  institution's  infrastructure  for 
measuring  and  c<Mitn>lling  risk,  to  assess  an  institution's  front-  and  back-office  processing 
regarding  the  pridng  and  valuation  of  derivative  portfolios,  and  to  require  troubled  institutions 
to  minimiif  their  existing  risk  and  limh  the  size  of  new  off-balance  sheet  activity.  The 
documents  should  also  include  those  which  describe  capital  requirements  as  they  rdate  to 
derivative  activities.  In  addition,  the  documoits  should  include  those  wtiich  deflne  reporting 
requirem«its  regarding  derivative  activities  bi  CaD  Reports  and  Y-9C  reports.  The  J(dnt  Report 
moitioned  that  examiners  have  received  considerable  training  and  guidance  aimed  at  off-balance 
sheet  activities  and  have  attended  spedal  courses  and  seminars  addressing  this  issue.  Materials 
provided  as  part  of  such  training  would  also  be  helpful. 
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coDcentration  in  areas  where  insured  financial  institutions  are  most  likely  to 
utilize  or  encounter  derivative  instruments.  In  addition,  the  FDIC  regularly 
compiles  and  internally  produces  reports  on  regional  capital  markets  activities. 

The  training  of  specialists  is  ongoing.   Semiaimual  seminars  are  conducted 
covering  topical  aiKl  emerging  issues  in  an  attempt  to  evolve  with  the  market. 
Reference  materials  prepared  and  distributed  for  these  seminars  contain  the 
most  recent  information  related  to  the  covered  subjects  and  are  viewed  as 
interim  examination  guidance.   (Applicable  portions  of  these  materials  are  also 
attached  as  part  of  Appendix  m.)  Training  of  other  examiners  and  appropriate 
Regional  Office  personnel  is  then  periodically  conducted  by  the  capital  markets 
specialists  within  the  Regions. 

The  FDIC's  authority  over  derivative  transactions  can  be  found  in  several 
places  in  the  Federal  £>eposit  Insurance  Act  (FDI  Act)  and  its  implementing 
regulations.   This  authority  exists  in  both  the  open  aiKl  closed  bank  context. 

For  open  banks,  the  FDIC  can  regulate  derivative  transactions  pursuant  to  its 
general  authority  to  assure  that  banks  do  not  engage  in  unsafe  or  unsound 
practices.   FDI  Act  §8(b).   More  specifically.  Appendix  A  to  the  FDIC's 
Capital  Maintenance  regulation  discusses  the  effect  that  the  netting  of  certain 
derivatives  may  have  on  a  bank's  risk-based  capital  computation.    12  C.F.R. 
325,  Appendix  A,  §n(E). 

In  the  closed  bank  context,  section  1 1(e)(8)  of  the  FDI  Act  defines  the  term 
"Qualified  Financial  Contract'  (QFCs)  and  sets  forth  certain  parameters  for 
handling  QFCs  when  the  FDIC  is  appointed  receiver.   The  FDIC  Board  of 
Directors  issued  a  Statement  of  Policy  on  Qualified  Financial  Contracts  dated 
December  12,  1989  interpreting  this  section  of  the  FDI  Act.  FDIC  Law. 
Regulations  &  Related  Acts.  Volume  2,  p.  5113.*  This  section  of  the  FDI  Act 
applies  only  if  the  derivative  in  question  is  a  QFC.   (The  term  "derivative"  is 
broader  in  scope  than  the  term  'qualified  fmancial  contract.") 

Question  lb.  The  Joint  Report  mentions  that  reporthig  requhrements  disclose  the 
notional  values  of  certain  derivatives  only,  and  therefore  do  not  address  the 
institution's  actual  exposures  which  may  average  approximately  2%-S%  of  the 


*  Sections  ll(eXl)  and  13(e)  of  the  FDI  Act.  the  FDIC  Board's  March  23,  1993  'Statement  of  Policy 
Regarding  Treatment  of  Security  Interests  After  Appointment  of  the  Federal  Deposit  Insurance  Corporation  As 
Conservator  Or  Receiver',  and  FDIC  Legal  Division  Staff  Advisory  Opinion  89-48  may  also  be  relevant  to  any 
discussion  of  the  FDIC's  authority  to  regulate  derivative  transactions. 
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notional  amount.  What  suggestions  do  you  have  for  changing  the  reporting 
requirements  to  reflect  actual  exposures  from  derlyative  activities,  Including,  but 
not  limited  to,  credit  exposure  and  market  exposure?  Do  you  feel  any  changes 
are  needed? 

lb.      The  FDIC  does  not  consider  it  necessary  or  desirable  to  significantly  change 
current  financial  derivatives  reporting  based  on  notional  principal  amounts 
because: 

•  Notional  values  give  a  measurable  and  consistent  indication  of  the 
volume  of  activity  for  both  individual  institutions  and  industries. 

•  Other  risk  exposure  (both  credit  and  market)  measurements  fluctuate  with 
rate  changes  and  provide  in  and  of  themselves,  no  reliable  or  consistent 
indication  of  the  potential  for  future  exposure. 

•  As  the  average  range  of  exposure  varies  over  time  (as  measured  by 
historical  loss  rates  for  example),  it  is  easier  for  off-site  analysts, 
including  regulators  and  cen&al  banks,  to  estimate  overall  industry  trends 
and  potential  risk. 

•  The  current  reporting  basis  makes  it  more  difficult  for  instimtions 
to  uiKler-report  their  actxial  exposure  by  manipulating  the  complex 
value-calculation  models.   While  notional  principal  reporting  does 
not  necessarily  prevent  inaccurate  credit  risk  disclosures, 
comparison  to  peer  group  information  should  prechide  stating 
negligible  risk  totals  on  large  portfolios  of  finaiKial  derivatives, 
and  also  should  reveal  approximate  market  risk  positions. 

•  The  present  approach  affords  a  simpler  basis  for  on  site  examinations. 

So  long  as  all  participants  in,  and  regulators  of,  these  markets  understand  that 
the  notional  principal  values  do  not  reflect  actual  credit  or  market  exposure 
amounts,  the  current  reporting  approach  need  not  be  radically  altered.  Other 
methods  for  reporting  the  level  of  exposure  or  market  volume,  tend  to  provide 
information  relevant  only  to  the  particular  institution  and  only  for  a  specific 
point  in  time.  It  is  the  FDlC's  opinion  that  information  provided  in  a  consistent 
manner  by  all  reporting  institutions  is  more  valuable  for  supervisory  and 
regulatory  purposes,  and  is  also  less  subject  to  manipulation  on  an  individual 
basis. 
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Question  Ic.  The  Joint  Report  states  that  "...  some  reporting  changes  are  under 
consideration.  In  particular,  agency  staff  is  reviewing  the  extent  to  which 
bOateral  netting  arrangements  should  be  reflected  in  the  reporting  of  replacement 
cost  exposures.  In  addition,  current  efforts  on  interest  rate  risk  in  response  to 
Section  305  of  FDICIA  wUl  require  Increased  disclosure  of  derivative  exposures, 
and  Section  308  requires  banks  to  establish  standards  to  evaluate  their  exposures 
to  weak  institutions,  including  those  arising  from  derivative  products." 

Please  provide  a  detailed  update  on  these  and  other  reporting  changes  currently 
under  consideration  by  your  agency. 

Ic.      With  respect  to  risk-based  capital  standards  for  interest  rate  risk,  the  FDIC,  the 
Federal  Reserve  Board,  and  the  Office  of  the  Comptroller  of  the  Currency 
jointly  published  a  proposed  rule  on  September  14,  1993,  that  would  implement 
the  portion  of  Section  305  of  the  Federal  Deposit  Insurance  Corporation 
Improvement  Act  of  1991  (FDICIA)  that  requires  the  agencies  to  ensure  that 
these  standards  take  adequate  account  of  this  risk.^  The  agencies  will  be 
proposing  that  an  interest  rate  risk  schedule  be  incorporated  into  the  current 
Report  of  Condition  and  Income  (Call  Report).  The  proposal  envisions  that 
there  would  be  revisions  to  the  Call  Report  to  permit  the  Agencies  to  collect  the 
information  necessary  to  monitor  the  level  of  interest  rate  risk  and  assess  the 
need  for  additional  capital  at  banks  that  may  have  significant  exposures  to 
interest  rate  risk.   A  proposed  reporting  exemption  would  be  granted  to 
institutions  meeting  contract  volume  and  maturity  criteria.   Non-exempt 
institutions  and  FDIC  insured  savings  banks  would  be  required  to  complete  the 
proposed  schedule. 

This  proposed  interest  rate  risk  schedule  would  require  additional  reporting  of 
off-balance  sheet  positions.  These  positions  would  be  distributed  among  seven 
mamrity  ranges  or  time  bands  and  segregated  into  three  categories.   The  three 
categories  would  consist  of:   those  positions  representing  firm  commitments 
(e.g.,  swaps,  futures  and  forward-rate  agreements);  those  positions  exhibiting 
option  characteristics  (e.g.,  options,  caps,  floors  and  swaptions);  and  those 
commitments  or  derivative  instruments  whose  value  depends  on  the  value  of  an 
imderlying  asset  or  index  with  amortizing  characteristics. 

Specifically,  off-balance  sheet  instruments  would  be  reported  in  a  maimer  which 
reflects  their  impact  on  the  institution's  overall  interest  rate  risk  position.   To 
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8 


193 


accomplish  this,  these  instruments,  in  general,  would  be  reported  using  their 
notional  principal  amount  in  two  offsetting  entries.   For  example,  to  represent 
an  interest  rate  swap,  it  is  proposed  that  the  notional  principal  amount  of  a 
swap  would  be  reported  once  at  the  swap's  maturity  and  again  as  an  offsetting 
entry  at  the  next  repricing  of  the  floating  side  of  the  swap. 

In  addition  to  completing  the  proposed  interest  rate  risk  schedule,  some 
non-exempt  institutions  may  choose,  subject  to  examiner  approval,  to  report  the 
results  of  their  own  internal  models.   When  this  occurs,  an  institution  would 
report  its  estimate  of  the  change  in  present  value  of  its  oiT-balance  sheet 
instruments  under  both  a  rising  and  falling  rate  scenario. 

The  Call  Report  instructions  generally  prohibit  banks  from  offsetting  or 
otherwise  netting  any  assets  and  liabilities  when  preparing  the  report. 
However,  the  Statement  of  Financial  Accounting  Standards  Interpretation 
No.  39  (FASB  39)  which  takes  effect  for  financial  statements  issued  for  periods 
begiiming  after  December  15,  1993,  permits  entities  to  offset  fair  value  amounts 
recognized  for  derivative  contracts  executed  with  the  same  counterparty  under  a 
master  netting  arrangement.   An  entity's  decision  to  offset  or  not  to  offset 
imder  these  arrangements  must  be  applied  consistently.   The  agencies  plan  to 
revise  the  Call  Report  instructions  to  allow  banks  to  apply  the  offsetting 
provisions  of  Interpretation  No.  39  that  are  applicable  to  derivatives. 

The  Federal  Reserve  Board  is  given  responsibility  under  section  308  of 
FDICLA  for  regulations  addressing  interbank  liabilities. 

Question  2.  Please  discuss  in  detail  capital  requirements,  both  current  and 
proposed,  as  they  relate  to  derivative  activities  of  institutions  regulated  by  your 
agency.  Do  you  feel  the  current  capital  standards  are  adequate? 

2.        The  Federal  Reserve  Board  is  given  responsibility  under  section  308  of  FDICIA 
for  regulations  addressing  interbank  liabilities. 

Current  capital  requirements  for  institutions  regulated  by  the  FDIC,  are 
embodied  in  Part  325  of  the  Rules  and  Regulations;  specifically  Appendix  A 
which  details  the  risk  based  capital  calculations. 

For  Capital  Adequacy  purposes,  derivative  products  are  divided  into  two 
categories:  Interest  Rate  Related  Contracts,  and  Foreign  Exchange  Rate  Related 
Contracts.  The  two  categories  are  as  follows: 
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Interest  Rate  Related  Contracts: 


Single  Currency  Interest  Rate  Swaps 

Basis  Swaps 

Forward  Rate  Agreements 

Interest  Rate  Options  purchased  (Caps,  Floors,  Collars) 

Other  instruments  with  similar  credit  risks 

Foreign  Exchange  Rate  Related  Contracts: 

•  Cross  Currency  Interest  Rate  Swaps 

•  Forward  Foreign  Exchange  Contracts 

•  Currency  Options  purchased 

•  Other  instruments  with  similar  credit  risks 

Banks  must  calculate  die  Credit  Equivalent  Amount  for  all  of  the  above  types  of 
contracts,  and  assign  the  Credit  Equivalent  Amount  to  the  appropriate  risk 
weight  category,  based  on  the  identity  of  the  obligor  or  nature  of  the  collateral. 
However,  the  maximum  risk  weight  is  the  50%  category.  The  formula  for 
determining  the  Credit  Equivalent  Amount  is: 

Present  Credit  Exposure  +  Potential  Future  Credit  Exposure, 

where 

Present  Credit  Exposure  is  the  Mark-to-Market  amount,  with 
negative  values  equal  to  zero,  and 


Potential  Future  Credit  Exposure  is  the  Notional  Amount  x  the 
Credit  Conversion  Factor 

The  Credit  Conversion  Factor  is  determined  by  the  following  chart: 

Interest  Foreign  Exchange 

Rate  Rate 

Remaining  Mauirity  Contracts  Contracts 

One  Year  or  less  0%  1.0% 

More  than  One  Year  0.5%  5.0% 
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Foreign  exchange  rate  and  commodity  contracts  with  an  original  maturity  of  14 
calendar  days  or  less  and  interest  rate,  foreign  exchange  rate,  commodity 
contracts  traded  on  exchanges  that  require  daily  payment  of  variation  margin 
are  not  covered  by  the  risk-based  capital  guidelines.  Proposed  new  capital 
requirements  for  off  balance  sheet  instruments  and  activities  are  being  discussed 
on  both  an  interagency  and  international  basis,  but  resolution  may  not  be 
possible  in  advance  of  the  determination  of  an  appropriate  interest  rate  risk 
capital  component. 

Currently,  the  staff  of  the  FDIC  is  working,  in  conjunction  with  other 
regulatory  agencies,  on  proposed  changes  to  the  capital  standards  which  would 
have  the  effect  of  recognizing  bilateral  netting,  when  it  is  legally  enforceable, 
as  a  basis  for  computing  the  appropriate  capital  levels  for  derivative  products. 
In  addition,  we  anticipate  working  in  conjunction  with  certain  international 
organizations  to  study  the  need  to  potentially  increase  capital  requirements 
associated  with  the  future  credit  exposure  component  discussed  above.   As 
discussed  above,  the  current  capital  standards  need  some  refining  and 
improvement. 

Question  3.  Please  discuss  which  types  of  derivative  Instruments  institutions 
under  your  jurisdiction  are,  and  are  not,  permitted  to  utilize.  Please  distinguish 
between  the  types  of  derivatives  institutions  are,  and  are  not,  permitted  to  utUize 
for  different  functions,  including  trading  for  customer  accounts,  trading  (revenue) 
for  their  own  accounts,  and  hedging  for  their  own  accounts.  Please  indicate  the 
relative  use  of  different  derivative  instruments  by  such  institutions.  In  addition, 
please  indicate  the  relative  use  of  derivatives  by  such  institutions  for  the  different 
functions  mentioned  above.  | 

3.        Section  24  of  the  FDI  Act  regulates  the  permissible  activities  of  state 

non-member  banks  by  utilizing  the  same  standards  that  apply  to  national  banks. 
Prior  to  the  enactment  of  this  section,  a  state  bank's  powers  were  controlled 
primarily  by  state  law  aiKl  the  Glass-Stegall  Act.   Section  24  does  contain  a 
grandfather  provision  for  certain  activities  which  the  bank  was  conducting  prior 
to  its  enactment.   Under  Section  24  certain  types  of  'investments"  are 
prohibited  for  state  non-member  banks.   For  example,  state  banks  are  generally 
not  permitted  to  invest  in  equity  securities.   See  FDI  Act  §24;  12  C.F.R.  362; 
'Equity  Investments  Permissible  for  National  Banks  and  Activities  Permissible 
for  National  Banks  and  Their  Subsidiaries,'  FDIC  Publication,  May  1993;  FDI 
Act  §18(1).   This  prohibition  would  appear  to  include  stock  options.   With 
regard  to  the  purchasing  of  commodity  futures  for  its  own  account,  it  is  unclear 
whether  or  not  this  is  a  permissible  activity.   A  transaction  which  violates  a 

11 


196 


criminal  statute,  an  applicable  State  statute,  is  inherently  unsafe  and  unsound, 
or  violates  section  30  of  the  FDI  Act  pertaining  to  Adverse  Contracts,  would  be 
prohibited. 

State  non-member  banks  are  primarily  end  users  of  derivatives,  usually  in  the 
context  of  a  hedging  or  portfolio  management  strategy.   Even  though,  aside 
from  individual  State  statutes,  there  are  no  legal  prohibitions  on  trading  for 
their  own  account  by  state  non-member  banks,  the  size  and  technical  expertise 
of  such  institutions  generally  make  this  activity  impractical.   The  FDIC  would 
generally  be  very  skeptical  of  active  trading  in  any  of  the  derivatives  markets 
unless  management  could  convincingly  demonstrate  both  sufficient  capitalization 
and  sophisticated  technical  capabilities  commensurate  with  such  involvement. 
State  non-member  banks  are  also  unlikely  to  be  active  in  the  utilization  of 
derivative  instruments  on  behalf  of  customers.   Customers  sufficiently  large  and 
sophisticated  enough  to  be  involved  in  such  activity  would  generally  transact 
such  business  with  larger  instimtions. 

Relative  to  the  money  center  banks,  the  use  of  derivatives  by  state  non-member 
banks  is  comparatively  slight.   At  one  point  as  much  as  98%  of  all  bank 
derivative  activity  by  volume,  was  concentrated  in  the  largest  banks  and  bank 
holding  companies.   Virtually  all  domestic  bank  dealer  activity  continues  to 
occur  in  a  handful  of  money  center  banks. 

Question  4.  Rease  discuss  the  benefits  that  may  be  realized  from  utilizing 
derivative  instruments,  such  as  using  them  for  risk  management  and  asset-liability 
management  purposes. 

Could  the  development  and  use  of  derivative  products  by  savings  and  loans 
(S&Ls)  and  others  have  helped  to  prevent  the  S&L  crisis?  For  example,  could 
the  use  of  interest  rate  swaps  by  S&Ls  have  helped  them  to  sufficiently  control 
duration  and  interest-rate  mismatches?  (Especially  mismatches  due  to  long-term 
mortgage  assets  yielding  low  interest  rates  being  combined  with  short-term 
liabilities  commanding  high  hiterest  rates.) 

4.        The  principal  uses  for  fmancial  derivatives  are  as  risk  management  tools,  to 
gain  access  to  advantageous  funding,  and  as  a  source  of  revenue.   From  a  risk 
management  perspective,  when  used  prudently,  derivatives  can  offer  managers 
efficient  and  effective  methods  for  reducing  certain  risks  through  hedging. 
Generally,  hedging  is  the  process  of  taking  a  position  in  an  instrument  that 
produces  a  price  movement  which  is  opposite  to  that  of  an  existing  or 
anticipated  position,  with  the  goal  of  protecting  that  existing  or  anticipated 
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position  against  loss  due  to  fluctuations  in  prices,  interest  rates  or  exchange 
rates.  The  two  principal  approaches  are:  option  strategies,  which  attempt  to 
protect  against  adverse  market  movements  while  leaving  open  the  possibility  of 
capitalizing  on  favorable  movements;  and  forward  strategies,  which  attempt  to 
lock  in  a  specific  rate  or  yield  over  a  given  time  frame  by  eliminating  interest 
rate  or  currency  risk. 

Derivatives  may  also  be  used  to  alter  the  payment  or  maturity  structure  of 
available  funding  sources  to  more  closely  match  those  of  a  desired  but 
unavailable  source.   Conversion  of  a  floating  rate  funding  source  to  a  more 
predictable  fixed  rate,  or  the  creation  of  a  lower  cost  floating  rate  debt 
instrument  from  a  fixed  rate  one  are  examples  of  what  can  be  accomplished  by 
using  financial  derivatives.   The  application  of  these  principles  can  allow  for 
the  efficient  restructuring  of  the  balance  sheet. 

Derivatives  can  also  generate  substantial  revenue  through  trading  activities, 
specifically  by  "market-making,"  speculation,  and  risk  arbitrage.   Market- 
makers  (also  known  as  dealers)  enter  into  transactions  with  customers  and  other 
market  participants,  seeking  to  profit  by  maintaining  a  generally  balanced 
portfolio  from  which  they  expect  to  earn  a  bid/offer  spread.   Speculators  hope 
to  profit  by  accepting  the  risk  that  stems  from  taking  outright,  unmatched 
positions  in  anticipation  of  price  movements.   These  are  the  risks  which  offer 
the  oppommity  for  the  largest  gains  as  well  as  the  possibility  of  commensurate 
losses.   Arbitrage  traders  also  attempt  to  take  advantage  of  price  movements, 
but  focus  their  efforts  on  trying  to  profit  ft-om  small  discrepancies  in  price 
among  similar  instruments  in  different  markets.   By  simultaneously  buying  and 
selling  these  related  instruments,  they  seek  to  capitalize  on  market  inefficiencies 
while  minimizing  price  risk. 

Although  the  use  of  financial  derivatives  was  not  particularly  widespread  in  the 
Savings  and  Loan  industry  by  the  time  the  FDIC  became  involved  in  1989, 
many  of  these  instruments  were  in  existence  throughout  the  last  decade.   Some 
institutions  did  use  them;  many  used  them  properly;  and  in  those  instances, 
duration  mismatches  and  interest  rate  risk  were  often  effectively  reduced.  The 
wider  use  of  such  instruments  could  have  enabled  improved  profitability  in 
some  thrifts.   However,  whetiier  this  would  have  been  universally  beneficial 
would  have  been  largely  dependent  on  appropriate  application,  and  therefore, 
far  fiom  certain. 
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Question  Sa.  What  are  your  primary  regulatory  concerns  r^arding  derivatire 
activities  of  institutions  supervised  by  your  agency? 

Sa.      The  primary  regulatory  concerns  of  the  FDIC  are  as  follows: 

•  Accurate  and  consistent  determination  of  risk  exposure.  The  ability  to 
suitably  measure  both  credit  and  market  risk  exposure  for  individual 
institutions  and  for  groups  of  institutions,  is  perhaps  the  single  most 
important  consideration  for  supervisory  purposes.  This  determination  is 
the  starting  point  for  both  on  and  off-site  examinations,  and  provides  the 
ability  to  generate  essential  industry  data. 

•  The  rate  at  which  risk  exposure  can  accumulate  in  a  given  institution. 
For  both  exchange  traded  and  OTC  instruments,  an  instimtion  can,  for 
comparatively  small  cash  outlays,  accumulate  large  unbalanced  positions 
committing  it  to  large  future  negative  cash  flows.   Moreover,  with  OTC 
products,  these  institutioDs  could  later  fmd  that  exiting  these  contracts  is 
much  more  costly  than  entry. 

•  Management  comprehension  of  the  risks.   What  is  most  important  is  that 
the  board  of  directors  and  management  responsible  for  setting  overall 
risk  parameters  fully  comprehend  these  risks.   A  principal  focus  of  any 
FDIC  examination  of  derivatives,  is  to  ensure  that  executive  management 
and  the  board  of  directors  have  been  suitably  informed  and  made  to 
a[^reciate  the  range  of  risks  presented  by  involvement  in  these  activities. 

•  Maintenance  of  sufficient  capital  reflecting  off  balance  sheet  risk. 

•  The  particular  vulnerability  of  smaller  institutions  to  speculative 
inducement  and  pressures.   The  proliferation  of  derivative  products  and 
related  advisory  services,  has  resulted  in  instances  where  management 
supervision  and/or  stewardship  by  directors  has  been  abdicated  in  fovor 
of  imdue  reliance  on  the  trading  acumen  of  various  brokers,  dealers  or 
consultants.   The  lack  of  appropriate  technical  knowledge  on  the  part  of 
management,  in  conjunction  with  a  paucity  of  relevant  disclosures,  is  an 
environment  fraught  with  such  risk. 

Question  Sb.  Do  you  believe  that  any  fundamental  clianges  in  the  ourent 
regulatory  framework  for  institutions  using  financial  derivatives  is  needed  at  this 
time? 

Sb.      Joint  bank  regulatory  examitiations  for  major  derivative  dealers  (banks  and  bank 
holding  companies)  could  provide  substantive  benefits  to  all  three  agencies. 
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These  dealers  are  the  source  of  much  of  the  activity  in  the  industry  and  analysis 
at  this  level  would  permit  the  best  assessment  of  the  overall  risk  to  the  entire 
universe  of  insured  institutions. 

Regulation  and  supervision  of  banks  and  bank  holding  companies  involved  in 
financial  derivatives  activities,  can  and  should  continue  to  be  effectively 
conducted  largely  through  the  existing  firamework  of  bank  regulations,  policy, 
and  examination  practice,  with  enforcement  by  means  of  a  broad  interpretation 
of  these  present  guidelines. 

Afforded  the  flexibility  to  internally  and  cooperatively  adjust  current  regulations 
concurrent  with  the  evolution  of  the  derivatives  marketplace,  the  banking 
agencies  should  be  able  to  appropriately  address  foreseeable  supervisory 
concerns.   As  part  of  this  cooperative  effort,  the  FDIC  will  participate  in  an 
interagency  task  force  which  will  review  the  risks  and  supervisory  issues. 


Question  6.  Is  there  adequate  coordination  between  U.S.  and  foreign  regulators 
to  regulate  risks  associated  with  derivatives?  Does  the  BIS  report  of  April  1993 
address  all  of  your  agency's  concerns  in  this  area? 

6.        Although  progress  in  resolving  the  variety  of  issues  involved  in  the  derivative 
marketplace  has  been  gradiial,  cooperation  between  U.S.  and  foreign  regulators 
in  this  area  has  been  all  that  can  reasonably  be  expected.   The  BIS  report  of 
April  1993  did  address  two  critical  areas  of  concern  -  the  legal,  accounting  and 
supervisory  recognition  of  netting  of  outstanding  derivative  contracts  and  the 
effect  on  capital  adequacy  calculations  ~  but  left  the  issues  of  the  future 
exposxu'e  capital  component  and  dealer  disclosures  to  be  addressed  in  the  near 
future. 

Question  7.  Individual  derivatiye  contracts,  taken  by  themselves,  include 
elements  of  risk.  However,  derivatives,  when  evaluated  as  part  of  an  Institution's 
entire  portfolio,  are  often  used  to  offset  and  reduce  the  overall  risk  exposure  of 
an  institution.  How  do  your  regidatory  actions,  including  capital  and  accounting 
standards,  take  into  account  the  use  of  derivatives  to  reduce  the  overall  risk 
exposure  of  an  histitution?  For  the  purpose  of  regulation,  how  does  your  agency 
distinguish  between  derivatives  used  to  hedge  and  reduce  overall  risk,  such  as 
many  over-the-counter  (OTQ  contracts,  and  derivatives  used  for  trading  and 
other  purposes,  such  as  many  exchange-traded  contracts? 


15 


200 


7.        Examination  and  supervisory  treatment  by  the  FDIC  is  not  predicated  on  the 
basis  of  these  instruments  being  OTC  or  exchange  traded.   For  example, 
speculative  positions  may  be  taken  in  swaps,  and  hedging  is  routinely 
performed  in  the  exchange  traded  futures  market.   Regulatory  action  is  based 
more  on  the  maimer  of  use  of  derivative  instruments  by  an  individual 
institution,  the  overall  financial  condition  of  the  company,  the  quality  of 
internal  controls,  and  the  specific  technical  competence  of  management. 

Different  examination  and  regulatory  treatment  is  accorded  to  institutions  which 
can  clearly  demonstrate  the  use  of  these  instruments  as  part  of  a  comprehensive 
risk  reduction  strategy,  and  those  which  are  dealing,  trading  or  otherwise  taking 
an  unmatched  position  in  derivatives.   Accounting  and  regulatory  reporting 
treatment  is  determined  by  the  manner  of  use,  with  deferral  (hedge)  accounting 
generally  permitted  in  conjunction  with  a  risk  reduction  strategy,  but  mark-to- 
market  or  lower  of  cost  or  market  (LOCOM)  accounting  required  for  all  other 
uses  of  derivatives. 

The  overall  financial  condition  of  the  individual  institution  is  important  in  that 
otherwise  sound,  well  capitalized  and  appropriately  managed  institutions,  are 
generally  allowed  to  engage  in  derivatives  activities  outside  of  a  risk  reduction 
strategy.   The  financial  strength,  size,  liquidity  and  control  environment  of  the 
institution  will  further  determine  the  extent  to  which  involvement  in  derivative 
activities  is  acceptable.   Institutions  with  more  modest  capital  levels,  for 
example,  could  be  discouraged  on  safety  and  soundness  grounds  from  taking  the 
same  level  of  mimatched  positions. 

Even  if  an  individual  institution  is  financially  capable  and  is  attempting  to  use 
these  instruments  as  part  of  a  risk  reduction  strategy,  the  FDIC  could  determine 
that  involvement  in  derivative  product  activities  would  be  "unsafe  and  unsound" 
based  entirely  on  the  specific  technical  inability  of  existing  management.   This 
could  be  the  case  even  in  institutions  which  are  in  other  respects  considered 
appropriately  managed,  or  where  present  management  is  already  engaged  in  a 
more  limited  use  of  certain  derivatives. 

Question  8.  Recently  published  reports  on  derivatives  activities,  such  as  the  July 
1993  Group  of  Thirty  report  entitled  Derivatives;  Practices  and  Principles  and  the 
May  1993  Institute  of  International  Finance,  Inc.  (HF)  report  entitled  An 
Integrated  Regulatory  Approach  to  Derivatives  Activities  stress  the  importance  of 
internal  controls  over  regulation  in  many  areas.  However,  the  Group  of  Thirty 
report  has  been  criticized  by  some  for  relying  too  heavily  on  industry  self- 
regulation. 
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Question  8a.  Regarding  banks,  the  IIF  report  states,  for  example,  that  hanks 
fh^niiiielves  should  develop  trading  and  credit  policies  that  set  their  own  risk 
limits.  Do  you  think  that  such  maximum  risk  limits  should  be  set  by  Institutions 
or  by  regulators? 

8a.      The  FDIC  does  not,  as  a  matter  of  policy  or  practice,  seek  to  mandate  the 
degree  or  level  of  risk  assumed  by  sound,  appropriately  capitalized,  well 
managed  financial  institutions.   Moreover,  when  such  risk  limits  are  imposed 
on  troubled  institutions  or  institutions  warranting  heightened  regulatory  concern, 
the  determination  is  made  on  a  case  by  case  basis. 

The  FDIC  does  however,  seek  to  require  sufficient  Tier  1  capital,  reserves, 
internal  controls  and  management  expertise  commensurate  with  the  level  of  risk 
inherent  in  any  portfolio  or  activity  both  on  and  off  balance  sheet. 

Question  8b.  In  general,  to  what  extent,  ui  what  areas,  do  you  think  regulators 
should  rely  on  mtemal  controls  versus  regulatory  requirements? 

8b.      In  the  review  of  internal  controls  for  present  safety  and  soundness 

examinations,  much  reliance  is  placed  on  the  work  of  external  and  internal 
auditors.   In  larger  banks,  external  audits  of  control  procedures  rest  on  audit 
work  performed  internally.   Internal  and  external  audits,  when  performed  in 
this  area,  are  generally  considered  reliable  and  following  review,  have  been 
largely  accepted  by  the  on-site  examinations.  Internal  controls  and  related 
procedures  for  derivative  product  activities  are  often  unique  to  the  individual 
institution  and  should  be  a  part  of  a  well  consklered  policy  approved  by  the 
institution's  board  of  directors.   Review  of  the  policy  and  actual  practice,  with 
criticism  as  necessary,  may  be  more  effective  and  less  burdensome  than  a 
predetermined  set  of  regulatory  requirements.  The  FDIC  would  agree  that 
additional  regulation  in  this  area  would  not  replace  competent  management  and 
appropriate  systems  for  reducing  operational  risks. 

Question  8c.  Do  you  feel  that  any  of  the  "Recommendations  for  Dealers  and  End- 
Users"  contained  in  the  Group  of  Thirty  report  (Recommendations  1-20)  should 
be  formally  mandated  by  regulation?  Please  comment  on  the  different  issues 
addressed  in  the  recommendations  with  specificity. 

8c.      The  recommendations  contained  in  the  Group  of  Thirty  Study  (Study)  are 
divided  into  two  parts.  The  first  20  recommendations  are  directed  at  the 
industry  itself.  The  last  four  are  directed  at  regulators,  supervisors  and 
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accountants.   The  second  part  of  these  reconunendations  is  addressed  in  your 
question  #9. 

The  first  20  recommendations  cover  general  policies  and  guidelines,  valuation 
of  market  risk,  management  of  credit  risk,  systems  and  internal  controls,  and 
disclosure.   While  the  Study  provides  a  good  general  overview  of  appropriate 
conduct  of  derivatives  activity,  there  is  little  which  would  suggest  a 
recommendation  for  tightening  of  standards  or  requirements. 

While  most  of  the  Study  could  be  adopted  as  general  supervisory  guidance, 
there  would  be  little  benefit  to  incorporating  these  as  regulatory  mandates.   In 
fact,  should  these  recommendations  be  codified  by  regulation,  the  general  lack 
of  originality  and  specificity  in  the  Study,  may  actually  hinder  effective 
supervision  by  encouraging  adoption  by  the  industry  of  minimal  standards. 

With  two  possible  exceptions,  nothing  in  this  portion  of  the  Study 
directly  contradicts  existing  FDIC  policy  or  examination  practice.   The 
exceptions  are:  (1)  the  recommendations  for  quantification,  by  individual 
institutions,  of  market  risk  using  probability  analysis,  if  this  is  intended 
to  replace  the  present  agreed  upon  regulatory  standard  of  "add-ons";  and 
(2)  the  recommendation  encouraging  unlimited  two  way  payments  as  part 
of  a  broader  use  of  bilateral  netting. 

Following  is  a  review  of  the  individual  recommendations  for  the  Group  of 
Thirty  Study: 

(1)      Recommends  involvement,  supervision  aixl  oversight  at  the  highest  levels 
of  the  board  of  directors  and  management.    The  FDIC  would  fully 
concur:   Such  stewardship  at  the  policy  level  would  be  expected, 
reviewed  and  enforced  as  part  of  the  existing  safety  and  soundness 
examination  assessment  of  management. 

To  be  more  specific,  the  FDIC  would  expect  to  see  reflected  in  the  board 
minutes,  a  full  discussion  of  the  costs,  benefits,  and  especially  the  risks 
of  an  institution's  planned  or  ongoing  involvement  in  derivative 
activities,  much  the  same  way  as  for  any  new  business  venture. 
Appropriate  management  personnel  should  prepare  an  executive 
document  in  language  suitable  for  the  technical  knowledge  and  awareness 
of  the  full  board.  This  document  should  detail  the  exact  nature  of  the 
planned  involvement  and  the  levels  of  risk  that  can  be  incurred.   Risk 
parameters  should  be  expressed  in  terms  of  most  likely  and  worst  case 
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scenarios ,  with  specific  board  and  management  approvals  for  these  levels 
clearly  enumerated. 

(2)  Recommends  mark-to-market  accounting  for  dealer  and  trading 
portfolios.   The  FDIC  fully  concurs.   Existing  accounting  literature, 
memoranda,  and  examination  practice  requires  this  treatment  for  these 
uses  of  derivatives. 

At  present,  the  Call  Report  Instructions  provide  that  all  written  standby 
contracts  and  other  option  arrangements  shall  be  valued  at  lower  of  cost 
or  market  (LCXTOM),  not  mark-to-market. 

(3)  Recommends  determination  of  value  by  marking  to  mid-market. 
Inasmuch  as  mid-market  accounting  provides  a  more  accurate  and 
conservative  value,  this  is  appropriate.  However,  even  with  implicit 
adjustments  for  credit  spread,  these  marks  should  not  be  used  to 
substitute  for,  or  reduce,  required  capital  levels.   Especially  if  credit  risk 
adjustments  are  not  on  an  individual  transaction  or  'derivative  only" 
basis.    "Portfolio"  or  "all  customer  activity"  bases  could  result  in  smaller 
mark-to-market  adjustments  and  possibly  lower  capital  requirements. 

While  a  mark  to  mid-market  approach  may  be  generally  appropriate  for 
dealer  banks,  this  same  treatment  may  not  be  accurate  for  end-users. 
The  latter,  which  include  most  state  non-member  banks,  would  not 
normally  have  access  to  the  lowest  possible  replacement  cost  or  best 
available  sale  price.   This  is  particularly  true  of  OTC  instruments  which 
have  only  limited  liquidity  in  any  event,  and  in  some  cases  may  only  be 
unwound  through  the  original  dealer.   The  most  accurate  accounting 
treatment  in  these  instances  would  be  the  least  favorable  (bid  side)  of  the 
bid-ask  spread. 

(4)  Recommends  identification  of  revenue  sources  as  a  means  to  analyze 
sources  of  risk.   While  a  useful  analytical  tool,  this  methodology  tends  to 
be  complex  and  fraught  with  subjective  interpretations.  If  this  process  is 
not  performed  in  sufficient  detail,  the  results  may  well  be  misleading  at 
best,  wrong  at  worst.   As  the  principal  risk  analytic,  this  approach  is 
probably  neither  meaningful  or  apprq)riate  for  state  non-member  banks. 

(5)  Recommends  measuring  a  wide  variety  of  market  risks  using  probability 
analysis,  and  expressed  in  terms  of  the  expected  loss  from  an  adverse 
mark^  movement.   This  methodology  is  widely  used  for  determining 
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certain  components  of  off  balance  sheet  risk.  This  is  particularly  true  of 
both  traded  and  embedded  options,  but  it  is  applicable  for  all  instruments 
where  volatility  is  a  significant  component  of  market  risk. 

The  recommendation  proposes  that  a  single  common  denominator  be 
distilled  from  all  components  of  risk  for  a  one  day  exposure.  While 
making  calculation  easier,  this  blending  of  risks  may  not  reveal  die 
existence  of  more  severe  individual  risks.  While  the  FDIC  does  not 
require  the  utilization  of  worst  case  estimations  for  capital  adequacy 
purposes,  it  is  important  to  identify  these  outlying  risks.   This 
recommendation  does  recognize  that  option  portfolios  are  difficult  to 
evaluate  on  a  probability  theory  basis,  and  should  instead  utilize  'more 
likely  /  less  likely  case"  analyses. 

(6)  Recommends  the  use  of  stress  testing  as  an  analytical  tool.   The  FDIC 
fully  concurs.   However,  this  recommendation  does  not  suggest 
reflecting  the  results  in  the  measurement  of  market  risk  as  proposed  in 
item  5.   For  example,  end  users  of  derivatives  would  be  likely  to  reflect 
this  stress  testing  as  part  of  the  various  interest  rate  risk  scenarios. 

(7)  Recommends  that  dealers  periodically  forecast  the  cash  flow  and  funding 
requirements  of  derivative  portfolios.   The  FDIC  fiilly  concurs.   A 
suitably  detailed  analysis  of  earnings  and  liquidity  should  reflect  such 
forecasts,  and  is  scrutinized  under  existing  examination  procedures  and 
practices. 

(8)  Recommends  that  risk  management  should  be  independent  of  the  deal- 
making  function.  The  FDIC  fully  concurs,  and  enforces  this  practice  as 
part  of  existing  examination  procedure. 

(9)  Recommends  that  end-users  adopt  practices  and  guidelines  similar  to 
dealers,  as  appropriate  to  size  and  complexity.   The  FDIC  concurs.  The 
codicil,  in  addition  to  size  and  complexity,  capital  levels,  management 
ability,  and  control  environments,  can  vary  significantly  between 
institutions  and  can  also  mandate  different  use  of  these  and  other 
guidelines. 

(10)  The  first  part  of  this  recommendation,  which  discusses  the  use  of  current 
exposure  (market  value)  as  a  portion  of  the  credit  risk  calculation,  is  a 
recitation  of  existing  industry  practice  already  fully  accepted  by  the 
regulatory  and  accounting  authorities.   However,  the  second  part 
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recommends  that  potential  exposure,  the  estimate  of  future  replacement 
cost  of  transactions,  be  calculated  using  probability  analysis.   Probability 
analysis  provides  the  statistical  framework  of  the  future  exposure 
component  incorporated  in  the  existing  risk  based  capital  guidelines. 
The  FDIC  concurs  that  the  application  of  this  methodology  is  useful  and 
appropriate.  However,  the  Study  also  seems  to  suggest  that  individual 
institutions  could  use  this  analytical  approach  to  supplant  the  current 
standardized  calculation  for  the  future  e;q)osure  component  of  the  off 
balance  sheet  capital  charge.  The  statistical  information  and  underlying 
assumptions  used  by  individual  institutions  in  probability  models  have 
been  found  to  vary  significantly;  providing  an  uncertain  framework  for 
acceptable  risk  based  capital  allocation.   Existing  regulatory  capital 
requirements  mandate  the  use  of  a  standardized  add-on  risk  based  capital 
component  based  on  percentages  of  notional  principal.   The  FDIC  would 
object  to  the  recommendations  if  its  intended  application  results  in 
attempts  by  individual  institutions  to  unilaterally  lessen  the  amount  of 
required  capital  currently  imposed  on  them  by  the  standardized  "add- 
ons". 

(11)  Discussion  of  aggregation  of  credit  exposure.   This  item  touches  on  the 
subject  of  netting  but  makes  no  substantive  recommendation. 

(12)  Recommends  independent  credit  risk  management.   The  FDIC  fully 
concurs.  This  item  is  largely  a  recitation  of  current  industry  practice. 

(13)  Recommends  the  broader  use  of  master  agreements,  and  specifically 
cross  product  agreements,  but  is  not  specific  as  to  operational  or 
accounting  details.  Also  encourages  ftill  two  way  payments  to  benefit 
from  the  use  of  cross  product  agreements. 

The  broader  use  of  master  agreements  is  not  considered  objectionable, 
nor  in  theory  is  the  adoption  of  cross  product  agreements.  However, 
wider  use  of  bilateral  netting,  if  permitted  by  the  agencies,  does  not 
imply  the  acceptability  of  full  two  way  payments.  While  included  in  the 
standard  language  of  the  International  Swap  and  Derivatives 
Association's  GSDA)  Master  Agreements,  the  concept  of  two  way 
payments  is  not  always  consistent  with  existing  bankruptcy  and  banking 
laws  which  provide  for  the  repudiation  of  derivative  contracts  by  the 
receiver  under  certain  conditions.  The  FDIC  is  specifically  permitted 
under  FIRREA  to  selectively  accept  or  repudiate  "qualified  financial 
contracts"  (with  certain  constraints),  including  certain  derivative 
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instruments,  in  a  failing  bank  resolution.   The  purpose  of  the  Study 
recommendation,  is  clearly  the  more  efTicient  conduct  of  derivative 
activities,  but  in  our  view,  this  relieves  institutions  from  some  of  the 
responsibility  for  detailed  individual  credit  analysis.   The  possibility  that 
fiill  two  way  payments  could  be  interrupted  by  a  bankruptcy  or  other 
severe  default  event,  injects  a  necessary  element  of  market  discipline  into 
the  system  and  adds  an  important  layer  of  protection  for  the  insurance 
fund. 

(14)  Recommends  the  use  of  credit  enhancements  when  appropriate.   This  is 
already  an  industry  practice,  with  which  the  FDIC  concurs. 

(15)  Recommends  that  the  industry  promote  uniform  enforceability,  but 
provides  no  substantive  suggestions.   The  uniform  enforcement  of 
contracts  is  of  particular  importance  to  the  fmancial  derivatives 
marketplace,  but  requires  the  consistent  institution,  application  and 
interpretation  of  commercial  statutes.   The  complex  international 
environment  with  regard  to  legal  enforcement  aixl  business  practice, 
makes  this  recommendation  extremely  challenging. 

(16)  Recommends  that  only  professionals  with  suitable  expertise,  technical 
knowledge  and  exp>erience  be  permitted  to  conduct  and  supervise 
derivative  activity.   The  FDIC  fully  concurs  for  dealers.   For  end-users, 
senior  management  should,  at  minimum,  possess  sufficient  expertise  and 
technical  knowledge  to  fully  understand  the  specific  activities  undertaken 
by  their  institutions.   In  this  context,  senior  management  of  these  end- 
users  may  benefit  more  from  increased  disclosure  of  costs  and  risks  as 
provided  by  dealers  than  from  hiring  additional  in-house  expertise  or 
consultative  "derivative  professionals. " 

(17)  Recommends  appropriate  investment  be  made  in  suitably  sophisticated 
systems.   The  FDIC  fully  concurs. 

(18)  Recommends  that  the  board  of  directors  and  executive  management  of 
the  instimtion  specifically  designate  authority  to  conduct  derivative 
transactions.   The  FDIC  fiilly  concurs. 

(19)  Recommends  international  harmonization  of  accounting  standards  for 
derivatives.   The  FDIC  agrees  that  is  desirable,  although  this  goal 
appears  far  ficm  realization  at  diis  time. 
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Specific  recommendations  for  hannonization  of  accounting  standards 
include  dealer  and  trading  portfolio  mark-to-market  accounting,  and  end- 
user  reflection  of  deferral  accounting  for  risk  management.   This 
represents  no  change  from  current  policy  and  practice.   Relevant 
accounting  guidance  is  largely  embodied  in  the  following 
pronouncements:  (FASB  80)  and  in  Emerging  Issues  Task  Force  (EITF) 
84-7  and  84-36. 

Although  the  FDIC  concurs  that  dealers  should  generally  be  accorded 
mark-to-market  treatment,  written  option  contracts,  including  those  by 
dealers,  are  on  a  lower  of  cost  or  market  basis  (LCXTOM)  rather  than 
market  basis  for  Call  Report  purposes.   The  agencies  would  need  to 
consider  whether  to  change  to  market  value  for  dealer  written  options  for 
Call  Report  purposes. 

End-users  utilizing  derivatives  to  manage  balance  sheet  risks  should 
account  for  derivatives  in  a  manner  which  creates  consistent  income 
recognition  with  the  nature  of  the  risks  being  managed.   Generally,  the 
FDIC  has  promoted  and  enforced  asset  and  liability  policies  which  result 
in  risk  reduction  as  part  of  an  instimtion's  strategy  in  a  situation  where 
derivatives  are  utilized.   As  the  Study  notes,  the  key  is  defining  when 
risk-management  accounting  is  appropriate.   For  Call  Report  treatment, 
fiimres,  forwards,  and  written  options,  even  those  used  for  risk  reduction 
do  not  qualify  for  deferral  accounting  but  must  either  be  marked-to- 
market  or  lower  of  cost  or  market  (LOCOM).   In  contrast,  because  the 
Call  Report  Instructions  do  not  specifically  address  interest  rate  swaps 
used  to  reduce  the  risk  of  items  carried  at  cost,  these  instruments  in  most 
instances  are  permitted  deferral  accounting  treatment. 

The  banking  agencies  have  long  had  concerns  about  the  deferral  of  losses 
on  future,  forwards,  and  written  options,  especially  long-term  deferrals. 
As  permitted  by  section  121  of  FDICIA,  and  based  on  safety  and 
soundness  concerns,  the  agencies  have  continued  to  require  reporting  of 
losses  on  a  cash  basis. 

The  FASB  is  still  working  on  developing  consistent  and  specific 
accounting  standards  for  hedging  activities,  but  it  may  still  be  some  time 
before  these  are  adopted.   The  issues  of  anticipatory  hedges  aiKi  whether 
derivatives  must  be  used  for  risk  reduction  or  risk  management  purposes 
by  end-users  in  order  to  qualify  for  hedge  accounting  have  been 
contentious. 
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With  regard  to  netting  of  amounts  due  to  and  from  counterparties,  the 
Call  Report  Instructions  prohibit  netting  (offsetting  of  amounts  due  to 
and  from  counterparties)  except  where  specifically  permitted,  normally 
by  novation.  This  principally  addresses  the  netting  of  current  exposures 
and  notional  principal  amounts,  to  determine  credit  risk  and  risk-based 
capital  requirements.   With  respect  to  the  periodic  cash  flows  under 
derivative  contracts,  such  as  those  under  interest  rate  swaps,  most 
instiuitions  are  probably  reporting  net  and  the  agencies  have  not  taken 
exception  to  that  practice. 

(20)  Reconunends  disclosures  covering:  management's  attimde  and  approach 
to  financial  risk;  accounting  policies;  analysis  of  positions  at  financial 
statement  date;  credit  risk;  and  the  extent  of  derivatives  activity.  These 
items,  particularly  the  last  specific  disclosure,  would  be  beneficial  to  all 
users  of  derivatives.  However,  the  recommendation  is  not  sufficiently 
detailed  to  provide  an  exacting  standard.  This  is  considered  the  area  of 
the  Study  for  which  further  regulatory  guidance  may  well  be  suitable. 

The  recommended  financial  statement  disclosures  under  GAAP  are 
reasonable.   Although  the  current  standards  do  not  comprehensively 
cover  derivative  activities,  prevalent  practice  has  developed  in  a  manner 
that  is  generally  consistent  with  the  disclosure  recommendations  made  by 
the  G30.  The  disclosure  requirements  for  off-balance  sheet  financial 
instruments  established  by  FASB  105  cover  a  portion  of  these 
reconmiendations.   While  there  is  some  concern  relative  to  reporting 
burden,  particularly  for  smaller  institutions,  it  is  unlikely  that  the 
agencies  would  request  this  type  of  narrative  discussion  in  the  quarterly 
Call  Reports,   h  is  more  likely  that  such  information  would  continue  to 
be  required  at  on-site  examinations.   However,  additional  numerical  data 
regarding  the  types  and  maturities  of  various  derivative  instruments 
would  be  valuable. 

The  disclosure  of  market  risk  is  not  specifically  addressed  in  this 
recommendation,  probably  because  it  is  very  difficult  to  quantify.   An 
understanding  of  management's  attitude  toward  fmancial  risks  and  how 
derivative  instruments  are  being  used  in  the  context  of  this  environment, 
is  an  acceptable  proxy.   Appropriate  disclosure  of  market  risk  could  also 
be  gleaned  from  the  interest  rate  risk  position  of  the  institution,  adjusted 
for  various  stress  test  levels,  and  incorporated  into  existing  interest  rate 
risk  reporting  requirements. 
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Although  also  not  specifically  mentioned  in  this  recommendation  or 
anywhere  else  in  the  Study,  dealer  disclosures  as  part  of  individual 
counterparty  agreements  should  be  significantly  expanded  and  improved. 
Particularly  with  regard  to  the  specific  costs  and  risks  of  derivative 
instrunients  in  varying  interest  rate  or  other  market  change  scenarios. 
The  FDIC  recommends  that  such  disclosures  be  made  mandatory  when 
dealers  enter  into  transactions  with  non-registered  broker-dealers.   This 
would  encompass  the  majority  of  less  sophisticated  end-users  such  as 
many  smaller  banks,  thrifts,  businesses  iai  retail  customers. 

Question  9.  Please  comment  on  the  four  "Recommendations  for  Legislators, 
Regulators,  and  Supervisors"  contained  in  the  July  1993  Group  of  Thirty  report 
(Recommendation  21-24)  as  they  are  relevant  to  your  agency.  Hease  comment  on 
each  recommendation  separately. 

9.        The  Group  of  Thirty  reserved  their  most  exacting  recommendations  for  the 
regulatory,  government  and  accounting  establishments. 


• 
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Item  21  of  the  Study  recommends  the  recognition  of  bilateral  and 
multilateral  netting  arrangements,  and  immediate  reflection  of  these  in 
capital  adequacy  standards.   The  stated  intent  is  to  "improve  market 
efficiency"  but  the  effect  will  be  to  significantly  reduce  the  amount  of 
regulatory  capital  without  a  clear,  commensurate  decrease  in  credit  risk, 
unless  the  legal  uncertainties  have  been  clarified.   Currently,  the  staff  of 
the  FDIC  and  the  other  banking  agencies  are  working  in  unison  to  create 
modifications  to  the  risk-based  capital  requirements  with  the  intent  of 
recommending  recognition  of  bilateral  netting  in  forms  other  than 
novation,  where  the  contracts  are  deemed  to  be  legally  enforceable. 

With  regard  to  multilateral  netting  arrangements,  the  banking  agencies 
and  international  regulatory  authorities  have  not  reached  the  point  where 
changing  the  risk  based  capital  guidelines  to  recognize  multilateral 
netting  is  considered  to  appropriate.   This  is  in  large  part  due  to 
insufficient  data  supporting  the  operational  and  legal  elements  of  these 
types  of  arrangements.   While  the  concept  appears  to  be  theoretically 
sound,  a  successful  track  record  in  the  exercise  of  these  arrangements  is 
necessary  to  validate  consideration  for  a  change  in  the  existing  capital 
standards. 

Item  22  recommends  that  governmental  bodies  work  to  identify  and 
remove  legal  and  regulatory  uncertainties  with  respect  to  documentation, 
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capacity  to  enter  derivative  transactions,  enforceability  of  bilateral  and 
multilateral  netting  arrangements  under  bankruptcy  law,  and  the  legality 
of  derivative  transactions.*  This  appropriately  identifies  the  numerous 
international  legal  issues  which  are  a  large  part  of  existing  credit 
exposure,  and  the  background  work  performed  in  this  part  of  the  Study 
is  the  most  comprehensive.   The  resolution  of  these  issues  are  recognized 
by  the  FDIC  as  having  substantial  benefit  for  both  the  industry  and 
supervisory  authorities,  and  are  being  discussed  internationally. 

•  Item  23  suggests  that  existing  tax  laws,  particularly  regarding  gains  and 
losses  recognition  on  derivatives  and  underlying  balance  sheet  activities, 
be  amended  so  as  to  not  "disadvantage"  the  use  of  derivatives  in  risk 
management  strategies.    The  FDIC  usually  takes  a  neutral  position  on  tax 
issues  except  when  these  are  viewed  as  incompatible  with  safety  and 
soundness  considerations.   The  FDIC  has,  at  present,  no  conmient  on  the 
appropriateness  of  existing  tax  law. 

•  Finally,  item  24  strongly  and  immediately  reconmiends  the  international 
"harmonization"  of  accounting  standards  concerning  derivative  activities. 
The  Study  has  determined  that  "[a]t  present  no  country  has  accounting 
and  reporting  standards  that  comprehensively  address  all  financial 
instruments,  including  derivatives."   The  Study  further  opines  that 
"[c]oncem  over  current  accounting  regulations  is  deterring  some 
organizations  from  pursuing  commercially  sensible  risk  management 
strategies,"  and  is  critical  of  a  perceived  accounting  bias  toward  risk 
reduction  instead  of  emphasizing  'risk  management." 

We  agree  that  the  FASB  and  others  responsible  for  setting  accounting 
standards  should,  as  a  high  priority,  issue  defmitive  guidance  on 
reporting  for  fmancial  instruments,  including  derivatives.   The  FASB  has 
a  project  on  hedging  which  is  actually  part  of  a  much  larger  "financial 
instruments"  project  that  started  in  1986.   The  issues  involved  in  the 


*  The  reference  to  the  'statute  of  frauds*  refers  to  state  laws  which  provide  that  contracts  not  to  be 
performed  within  one  year  must  be  in  writing  in  order  to  be  enforceable.  Contracts  are  generally  governed  by 
state,  as  opposed  to  federal,  law.  The  phrase  'ultra  vires'  means  an  act  which  is  performed  without  authority. 
In  this  context  it  would  refer  to  a  corporation  entering  into  a  contract  which  is  beyond  the  scope  of  its  authority 
as  set  forth  in  its  corporate  charter  or  the  laws  of  its  state  of  incorporation.  Thus,  both  of  these  legal  concepts 
may  affect  the  enforceability  of  derivatives  arx)  netting  arrangements.  These  potential  difficulties  are  magnified 
when  dealing  with  parties  located  in  different  legal  jurisdictions.  In  sonoe  cases  it  may  be  difficult  to  determine 
which  'law'  applies.  In  other  cases,  the  applicable  law  may  be  murky. 
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accounting  for  derivatives  are  complex,  far  reaching  and  rapidly 
evolving,  which  in  part  explains  the  lengthy  incubation  period.  The 
marke^Iace  keeps  developing  new  financisd  instruments  and  derivatives, 
making  it  difficult  for  any  accounting  standards  to  keq)  current.  The 
FASB  is  understandably  attempting  to  take  a  comprehensive  approach 
rather  than  setting  rules  on  an  instrument-by-instrument  or  transaction- 
by-transaction  basis. 

Question  10.  If  die  July  1993  Group  of  Thirty  "Recmnmendation  for  Dealers  and 
End  Users"  (Recommendations  1-20)  are  not  implemented  by  regulation,  are  there 
adequate  mechanism  in  place  to  ensure  that  such  recommendations  will  be  self- 
unplemented?  Concern  has  arisen  regarding  whether  or  not  one  can  depend 
solely  on  the  forces  of  managerial  responsibility  and  market  discipline  as  sufficient 
incentives  to  motivate  firms  to  incur  the  implementation  costs  of  the 
reconunendations.  Does  your  agency  believe  that  mechanisms,  such  as  periodic 
surveys  of  industry  practice,  a  timetable  for  implementation,  or  a  monitor  of  such 
actions  are  warranted? 

10.      Given  that  none  of  the  first  20  recommendations  are  either  outside  the  scope  of 
current  industiry  practice  or  particularly  burdensome  for  major  dealers,  concern 
that  primary  market  participants  will  largely  ignore  the  conclusions  of  the  Study 
is  significantly  lessened.  The  principal  issues  raised  by  the  G30  are  those  of 
management  and  control,  measurement  of  risk,  and  uniform  standards  of 
enforceability  and  reporting.  The  first  two  elements  are  applications  of  existing 
safety  and  soundness  considerations  to  the  derivatives  marketplace.  The 
concepts  of  setting  policy  at  the  highest  levels  of  an  organization,  separation  of 
duties,  independent  risk  control,  utilization  of  ^propriate  systems,  and  hiring 
competent  personnel,  are  not  unique  to  the  derivatives  industry.  Likewise,  the 
accurate  arid  timely  identification,  measurement,  reporting,  and  control  of 
credit,  legal,  and  market  risks,  are  concerns  common  to  other  more  traditional 
banking  activities  and  investments.  In  this  context,  the  existing  regulatory 
examination  process  provides  the  basis  for  suitable  enforcement  of  the  Study 
recommendations. 

Of  greater  concern  is  that  the  industry  will  rush  to  embrace  the  two  portions  of 
the  Smdy  not  fully  acceptable  to  the  FDIC  -  (1)  the  use  of  probability  analyses 
by  individual  banks  to  measure  their  own  market  risk  and  by  inference  capital 
requirements,  on  a  bank  by  bank  basis,  in  place  of  the  existing  standardized 
"add-on"  approach;  and  (2)  the  application  of  unlimited  two  way  payments  to 
determine  credit  exposure  levels  as  part  of  a  broader  definition  of  bilateral 
netting.  While  refinements  to  the  "add-on"  method  adopted  by  the  Basle 
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Committee  in  1988  are  presently  under  study  and  the  specifics  may  well  be 
revised,  the  appropriate  statistical  standards  have  not  yet  been  determined.  The 
substitution  by  individual  institutions  of  various  probability  analyses  to 
determine  the  future  capital  component,  is  not  acceptable  to  the  FDIC.  The  use 
of  an  expanded  definition  of  bilateral  netting  to  determine  credit  exposure  and 
capital  requirements  is  not  considered  inconsistent  with  elements  of  FDICIA  or 
the  U.S.  bankruptcy  code.   However,  it  would  only  be  in  the  context  of 
unambiguous  legal  jurisdiction  and  enforceability,  and  foreign  legal  strictures  in 
this  regard  are  far  from  clear.  The  FDIC  recognizes  that  the  general  effect  of 
bilateral  netting  is  to  reduce  the  existing  capital  requirements  for  derivative 
instruments  and  activities. 

The  Study  serves  as  an  excellent  survey  of  industry  practice.   Further  studies 
are  likely  to  be  conducted  both  by  the  industry  and  by  all  fmancial  institution 
regulators.  The  timetable  for  implementation  of  many  of  these 
recommendations  will  be  predicated  on  specific  legislative  and  accounting 
changes  outside  the  purview  of  the  FDIC.   However,  the  FDIC  does  intend  to 
continue  to  closely  monitor  the  progress  of  the  derivatives  industry,  particularly 
insured  fmancial  institutions,  in  implementing  these  general  recommendations. 
The  FDIC  will  continue  a  review  of  the  safety  aixl  soundness  aspects  mentioned 
in  the  Study  at  each  applicable  examination. 

Question  11.  Please  comment  on  whether  institutions  should  be  required  to 
establish  separately-capitalized  subsidiaries  to  conduct  derivative  activities. 

11.      At  this  time  the  FDIC  Board  of  Directors  has  not  endorsed  a  position  either  for 
or  against  separately  capitalized  subsidiaries.   The  staff  has  not  been 
approached  by  a  bank  with  a  substantive  plan  for  capitalizing  and  allocating 
assets  and  liabilities  to  a  proposed  separate  subsidiary.  Review  of  the 
particulars  of  a  given  structure  by  the  staff  at  the  FDIC  would  be  appropriate 
prior  to  pronouncing  whether  creation  of  special  purpose  subsidiaries  is 
appropriate  for  insured  financial  institutions. 

While  the  FDIC  has  not  yet  drawn  any  conclusions,  it  is  unclear  why  a 
separately  capitalized  subsidiary  would  be  required  by  prospective 
counterparties  for  a  sound,  suitably  capitalized,  well  managed  financial 
instimtion  to  achieve  the  highest  credit  ratings  and  lowest  possible  transactions 
cost.  On  the  other  hand,  institutions  whose  less  than  top  tier  industry  credit 
ratings  would  most  benefit  from  such  a  segregation,  would  also  be  more  likely 
to  be  experiencing  capital  adequacy  or  other  financial  difficulties.  This  raises 
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some  issues  when  considering  the  implications  of  removing  a  substantial  amount 
of  capital  or  valuable  assets  previously  supporting  deposit  liabilities. 

Question  12a.  Do  you  believe  the  netting  provisions  contained  in  the  Banluiiptcy 
Code,  FIRREA,  and  FDICIA  should  be  conformed  to  a  single  standard?  Do  the 
netting  provisions  in  these  statutes  adequately  cover  all  situations?  If  not,  what 
situations  do  and  don't  they  cover? 

12a.    Conforming  the  netting  provisions  contained  in  the  Bankruptcy  Code,  FIRREA 
and  FDICIA  to  a  single  standard  most  likely  would  promote  legal  certainty. 
FDICIA  appears  to  intend  broad  netting  coverage.   Netting  is  not  linked  to  any 
one  particular  type  of  contract  under  FDICIA.   In  contrast  to  FDICIA,  both 
FIRREA  and  the  Bankruptcy  Code  enumerate  the  types  of  contracts  which  may 
be  netted.  In  FIRREA,  a  contract  may  be  netted  if  the  contract  fits  within  the 
definition  of  "qualified  fmancial  contract."  The  Bankruptcy  Code  imposes 
additional  restrictions  on  netting  derivatives.   First,  virtually  all  setoffs  under 
the  Bankruptcy  Code,  including  the  netting  of  derivatives,  are  subject  to  the 
automatic  stay,  except  for  the  netting  of  "swap  agreements"  that  fit  within  the 
Code's  defmition  of  "swap  agreements."   In  addition  to  the  automatic  stay,  the 
Code  imposes  substantive  conditions  on  setoffs  of  obligations  other  than  swap 
agreements.   These  conditions  are  not  imposed  by  FDICIA  or  FIRREA. 

The  netting  provisions  contained  in  the  Bankruptcy  Code,  FIRREA  and 
FDICIA  do  not  adequately  cover  all  situations.   The  Bankruptcy  Code's 
protections  are  linked  to  swap  agreements.  If  a  derivative  product  satisfies  the 
Bankruptcy  Code  definition  of  swap  agreement  on  all  sides  of  the  netting 
transaction,  the  netting  can  proceed  without  regard  to  either  the  automatic  stay, 
the  triistee's  avoidance  powers  or  the  risk  of  selective  repudiation  of  contracts. 
On  the  other  hand,  if  a  derivative  product  does  not  fit  the  Code's  definition  of  a 
swap  agreement,  such  as  equity  derivatives,  bond  options,  spot  foreign 
exchange  agreements,  or  possible  instruments  not  yet  in  existence,  there  will  be 
substantial  legal  uncertainty  and  delay  in  at  least  four  situations  involving  a 
bankruptcy  debtor  who  has  a  net  obligation  or  a  net  entitlement.   For  example: 

•        If  a  derivative  product  does  not  fit  within  the  Code's  definition  of  swap 
agreement  (§  101(55)),  the  automatic  stay  will  delay  the  netting 
transaction.  Only  swap  agreements  are  excepted  firom  the  automatic  stay 
under  §  362(b)(14).  TTie  Code  defines  "swap  agreement"  by 
enumerating  twelve  different  types  of  agreements  that  will  be  considered 
swap  agreements.  In  the  case  of  an  agreement  which  is  not  enumerated, 
the  Code  contains  the  catchall  phrase  "or  any  other  similar  agreement'  to 
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reflect  and  allow  for  the  continued  and  rapid  development  of  new 
derivative  products.   Unfortunately,  this  phrase  requires  an  ad  hoc 
determination  by  the  bankruptcy  court,  leading  to  possible  uncertainty, 
delay  and  inconsistent  results. 

•  If  the  parties  to  a  derivative  transaction  seek  to  net  a  swap  agreement 
across  product  types,  it  is  unclear  whether  the  exception  to  the  automatic 
stay  under  §  362Cb)(14)  applies  to  the  netting  provision  of  the  document. 

•  If  a  party  seeks  to  net  across  product  types,  there  is  also  uncertainty  as 
to  whether  the  master  agreements  should  be  treated  as  one  single 
executory  contract  which  can  be  immediately  terminated.   If  the 
agreements  are  treated  as  separate  executory  contracts,  there  is  a  risk  of 
selective  repudiation  and  added  uncertainty  and  delay. 

•  If  a  derivative  product  does  not  come  within  the  deflnition  of  a  swap 
agreement,  there  is  risk  that  the  transaction  would  not  be  protected  under 
§  546(g)  from  the  trustee's  avoidance  powers. 

Question  12b.  How  was  the  resolution  of  derivative  contracts  handled  in  the 
failure  of  the  Bank  of  New  England?  How  effective  were  the  current  legal 
mechanisms  in  resolving  the  contracts? 

12b.    With  respect  to  the  Bank  of  New  England  failure,  all  derivative  contracts  met 
the  legal  defmition  of  'qualified  financial  contracts*  and  were  transferred  to  the 
bridge  banks  that  were  formed  to  absorb  certain  assets,  liabilities  and  ofT- 
balance  sheet  obligations  of  the  failed  banks.   The  effect  of  this  transfer  was  to 
have  the  FDIC  temporarily  step  in  as  counterparty  in  place  of  the  failed 
institution.  Generally,  this  process  of  timely  notification  and  other 
requirements  of  the  FDI  Act  as,  amended  by  FIRREA,  was  carried  out  without 
any  problems. 

The  only  modification  the  FDIC  might  recommend  would  be  either  to  increase 
the  recordkeeping  responsibility  of  individual  banks  so  that  data  could  be 
compiled  in  an  efficient  and  effective  manner  or  to  increase  the  notification 
period  as  defined  in  12  U.S.C.  Section  1821(e)(10)(A).  This  would  help  ensure 
proper  notification  while  minimizing  the  potential  for  error. 

Question  13.  Recommendations  contained  in  the  July  1993  Group  of  Thhrty 
Report  (Recommendation  20)  and  elsewhere  state  that  until  harmonized 
accounting  and  disclosure  standards  are  set,  certain  disclosures  should  be  made 
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by  dealers  and  end-users.  Although  a  disclosure  regarding  credit  risk  is 
recommended,  a  shnOar  disclosure  for  market  risk  is  not  mentioned.  Should  a 
summary  measure  of  market-risk  exposure  be  disclosed?  If  so,  what  form  should 
such  a  measure  take? 

13.  Recommendation  20  discusses  the  need  for  disclosing  substantive  information 
regarding  the  use  of  derivatives  by  dealer  institutions,  but  unfortunately  does 
not  suggest  the  format  or  circumstances  under  which  these  disclosures  should 
be  made.   While  the  areas  listed  in  the  Study  are  certainly  appropriate  issues  to 
disclose  in  the  published  financial  statements  of  banks  which  issue,  trade,  invest 
or  otherwise  make  use  of  derivatives,  there  is  no  provision  for  having  dealer 
institutions  provide  substantive  disclosure  of  the  risks  of  these  instruments  to 
end-users.   This  is  of  particular  concern  to  the  FDIC  in  our  role  as  primary 
federal  regulator  of  state  non-member  banks,  which  tend  to  be  users,  and  in 
some  cases  unsophisticated  users,  of  these  products.   Moreover,  the  absence  of 
disclosure  mformation  presents  significant  examination  and  enforcement 
difficulties  when  these  instruments  are  encountered.   In  future,  should  these 
products  be  introduced  to  the  retail  customers  of  these  institutions  on  a  resale 
basis  or  incorporated  in  other  bank  or  mutual  fund  services,  this  absence  of 
disclosures  by  the  primary  dealer  may  result  in  significant  hidden  risks. 

It  is  notable  that  the  Study  fails  to  specifically  address  this  particular  issue,  as  it 
would  result  in  a  significant  departure  from  present  practice  by  the  fmancial 
services  industry  dealers  in  derivative  products,  and  further  would  impose  an 
actual  implementation  cost.   However,  detailed  disclosures  in  this  regard  may 
be  significantly  more  useful  than  the  general  summary  of  market-risk  narrative 
suggested  by  the  G30. 

Question  14.   Please  comment  on  the  notion  of  establishing  a  clearinghouse  offset 
mechanism  for  swaps  transaction.  How  would  a  clearinghouse  offset  separately 
effect  dealers  and  end-users.  Would  either  benefit  more  than  the  other? 

14.  Clearinghouse  offset  is  practical  only  with  the  use  of  standardized  contacts  and 
application  of  consistent  legal  statutes  for  all  participants,  both  foreign  and 
domestic.  This  form  of  offset,  commonly  referred  to  as  multilateral  netting, 
could  largely  insulate  conduct  holders  from  credit  risk.   Dealers  would 
probably  be  exposed  to  unquantified,  and  possibly  very  large,  failure  risk  of  a 
member  dealer,  but  end-users  would  probably  face  little  or  no  credit  risk.  To 
the  extent  that  dealer  risks  were  lowered,  perhaps  by  the  substantial 
capitalization  of  the  clearinghouse  itself,  possible  cost  savings  to  both  dealers 
and  end  users  might  result.  Users  could  also  benefit  from  increased  liquidity  of 
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individual  contracts.   However,  OTC  swaps  presently  dominate  the  market,  not 
just  because  of  the  legal  uncertainties  surrounding  bilateral  and  multilateral 
netting,  but  because  OTC  swaps  can  be  tailored  for  the  needs  of  individual 
institutions.  These  instruments  provide  more  precise  hedging  and  risk 
management  vehicles  for  individual  asset  or  balance  sheet  positions.   The  loss 
of  this  flexibility,  as  well  as  the  safety  and  soundness  risk  of  imperfect  hedge 
positions  obtained  'off  the  rack",  may  more  than  outweigh  any  benefits  from 
clearinghouse  offset. 

Question  15.  Are  there  adequate  mechanisms  currently  in  place  to  protect 
unsophisticated  end-users  of  derivative  products?  If  not,  wliat  are  your 
recommendations? 

15.  Unfortunately  the  only  effective  protection  for  "unsophisticated  users"  of  these 
products  is  sufficient  knowledge  and  appropriate  disclosure.   Prohibitions  on  the 
use  of  certain  forms  of  derivatives  may  effectively  limit  certain  credit  or  market 
risks  while  simultaneously  exposing  users  to  the  initial  underlying  (interest  rate 
or  basis)  risks.   Dollar  limitations  are  difficult  to  enforce  given  the  ease  of 
entry  and  exit  from  the  market,  and  moreover  are  often  meaningless  when 
expressed  in  terms  of  notional  amounts.   Current  safety  and  soundness 
examination  guidelines,  in  conjunction  with  existing  enforcement  powers, 
should  provide  sufficient  supervisory  control  for  banks,  subject  to  constant 
revision  to  reflect  changes  in  the  marketplace.   Protection  for  consumer  users  of 
these  products  would  be  better  provided  by  mutual  and  pension  fund  disclosures 
specified  by  the  appropriate  agency. 

Question  16.  What  Und  of  stress  test  shnulations  do  you  recommend  to  account 
for  the  different  types  of  risk  which  arise  as  a  result  of  financial  derivative 
activity? 

16.  Stress  test  simulations  can  be  valuable  analytical  tools,  particularly  for 
determining  the  impact  of  worst  case  scenarios.  However,  these  methodologies 
tend  to  require  complex  mathematical  models  and  extensive  data  bases  to 
implement  effectively.  Moreover,  even  the  most  sophisticated  models  are  only 
as  good  as  the  assumptions  implicit  in  the  underlying  data,  and  remain  subject 
to  individual  interpretation.   In  this  context,  these  simulations  should  be  tailored 
to  the  needs  and  capabilities  of  individual  institutions. 

Stress  test  analytics  can  and  have  been  created  to  account  for  the  full  spectrum 
of  risks  inherent  in  derivative  activities.   Stress  testing  for  credit  risk  would 
most  likely  focus  on  concentration  risk.   Stress  testing  for  other  market  risks, 
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such  as  price,  volatility,  or  basis  risk,  could  be  calculated  for  varying  market 
interest  rates.   This  analysis  could  be  included  as  part  of  an  overall  assessment 
of  interest  rate  risk.  This  last  form  of  stress  testing  would  be  the  most  easily 
applicable  to  institutions  of  varying  size  and  complexity. 

Question  17.  Please  comment  on  your  agmcy*s  view  of  the  propose  use  and  level 
of  collateral  in  derivative  transactions. 

17.  The  use  of  collateral  is  appropriately  a  credit  risk  and  pricing  consideration  and 
should  remain  an  individual  management  decision.  Of  course,  similar  to  any 
other  credit  risk,  excessive  or  unwarranted  e}q>osure  on  an  unsecured  basis 
would  be  subject  to  regulatory  criticism  on  safety  and  soundness  grounds, 
leading  to  possible  discretionary  requirements  for  additional  capitalization. 

Question  18.    When  assessing  a  coimterparty  for  credit  risk,  how  much  relative 
emphasis  should  be  placed  upon  factors  such  as  capital,  disclosure  and  credit 
rating?  For  example,  should  a  credit  rating  be  a  proxy  for  capital? 

18.  Responsible  evaluation  of  credit  risk  is  predicated  on  full  financial  disclosiu-es 
by  the  counterparty  and  by  the  financial  c^)acity  unveiled  by  such  disclosure. 
The  individual  analysis  of  credit  risk  reflecting  all  known  information  regarding 
the  counterparty  is  no  less  essential  for  financial  derivatives  than  it  is  for  the 
extension  of  loans  or  purchase  of  securities.  Credit  risk  analysis  may  be  even 
more  important,  in  that  the  expected  cash  flows  from  financial  contracts  are  less 
likely  to  be  based  on  the  availability  of  collateral.   The  level  of  capitalization  of 
a  counterparty  is  also  of  substantial  importance.  While  third  party  credit 
ratings  generally  reflect  this  capacity,  they  have  distinct  limitations.  Credit  risk 
for  derivative  counterparties  should  not  be  assessed  solely  on  the  basis  of  these 
ratings,  any  more  than  loan  decisions  are  based  entirely  on  credit  agency 
reports. 

Question  19.  Are  executive  decisions  regarding  derivatives,  on  average, 
concentrated  in  too  few  individuals  in  each  institution  to  catch  problems  in  a  time 
manner?  Shoidd  the  decision-making  process,  where  derivatives  are  involved,  l>e 
decentralized  to  enhance  internal  controls? 

19.  Internal  controls  over  derivatives  at  a  well-run  "dealer  bank'  are  normally 
disbursed  over  the  trading  function,  operations  processing,  accounting,  credit, 
and  internal  audit,  with  concentration  guidelines,  loss  parameters  and  risk 
acceptance  mandated  by  the  board  of  directors  and  senior  management.   The 
perception  of  concentrated  risk-taking  is  due  to  the  comparatively  few 
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individuals  in  any  institution  that  comprehend  all  elements  of  the  multifaceted 
derivatives  marketplace,  and  also  to  the  generally  anonymous  nature  of 
"backroom*  operations.   The  critically  important  credit  analysis  and  review 
function  is  often  handled  as  an  extension  of  the  commercial  or  international 
lending  side  of  the  bank,  which  scrutinizes  derivative  instruments  counterparties 
as  part  of  an  overall  borrower  or  client  relationship.  While  this  is  also  not 
normally  associated  with  derivative  activities,  it  is  nevertheless  an  integral 
control  function. 

The  speed  of  transactions  within  this  market  is  of  significant  concern,  but 
decentralization  of  risk-taking  may  actually  expose  the  institution  to  greater 
risk.  Because  of  the  nature  of  trading,  supervision  of  multiple  traders  in 
different  locations  is  incrementally  more  difficult.   Moreover,  the  institutional 
exposure  from  mismatched  positions  becomes  more  difficult  to  offset  as 
di^erent  units  of  the  same  company  transact  independently.   For  end  users, 
primarily  smaller  financial  institutions,  it  is  unlikely  that  more  than  a  handful  of 
individuals  wQuId  be  sufficiently  knowledgeable  of  derivative  products  to 
warrant  allowing  decentralized  risk  assimiption. 

Question  20.  Do  compensation  policies  currently  in  place  adequately  discourage 
undue  risk-taking?  For  example,  if  employees  benefit  financially  from  risk-taking 
in  a  direct  manner,  how  is  such  risk-taking  controlled? 

20.      Institutions  compensate  traders  in  direct  ratio  to  the  achieved  returns,  and 
implicitly  the  degree  of  risk  assiuned.   This  formula  is  inherent  to  bonus  or 
commission-based  compensation  programs,  but  the  down-side  for  the 
assumption  by  individuals  of  excessively  risky  positions  is  also  inq)licit.  While 
every  institution  has  different  guidelines  for  trader  performance,  the  industry 
abounds  with  anecdotal  history  of  jobs  lost  after  only  two  or  three  deficit 
months  or  quarters.  It  is  principally  the  responsibility  of  other  segments  of  the 
mstitution  apart  from  the  trading  floor  to  limit,  measure,  monitor  and  limit  risk. 
Traders  are  then  only  responsible  for  operating  profitably  within  the  imposed 
parameters  and  guidelines.   The  strict  segregation  of  the  management,  policy, 
and  control  functions  from  the  trading  and  risk  taking  arms  of  the  instimtion  is 
particularly  important  in  this  regard. 

Question  21.  What  is  the  level  of  systemic  risk  resulting  from  derivative 
activities?  Do  you  agree  with  those  who  assert  that  derivative  activities  are 
concentrated  in  too  few  institutions? 
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21.  Supporting  statistical  data  on  the  level  of  systemic  risk,  or  on  the  impact  of  a 
major  participant  default,  is  neither  complete  or  conclusive.   Systemic  risk  in 
any  event  would  be  very  difficult  to  quantify.   While  the  relatively  small 
number  of  institutions  playing  major  roles  in  dealing  derivatives  may  ^pear  to 
present  some  additional  systemic  risk,  the  comparatively  thin  margins  on 
individual  transactions  also  suggests  little  room  for  additional  con^)edtors. 
Despite  the  apparent  benefits  of  wider  financial  industry  use  of  derivative 
products,  a  persuasive  argument  can  be  made  that  only  sophisticated  users  with 
comprehensive  risk  management  strategies  and  qualified  personnel  should  be 
allowed  to  participate  on  a  large-scale  basis. 

Question  22.  Cash  liquidity  risk  for  a  firm  appears  to  be  of  greater  concern  the 
greater  is  a  Rrm's  involvement  in  derivative  activities,  the  greater  is  its  reliance 
on  short-term  fimding,  the  lower  is  its  credit  standing,  and  the  more  restricted  is 
its  access  to  central  bank  discount  or  borrowing  facilities.  Therefore,  in  contrast 
to  depository  institutions  who,  among  other  things,  have  access  to  the  discount 
window,  securities  firms  may  find  cash  management  requirements,  such  as 
maintaining  margin  requirements,  arising  from  large  derivatives  portfolios  to  be 
more  challenging.  Compared  to  depository  institutions,  how  does  the  less  liquid 
nature  of  the  securities  business  effect  its  derivative  activities  and  the  risk 
associated  with  such  activities? 

22.  The  liquidity  position  of  securities  firms  is  outside  the  purview  of  the  FDIC's 
response.   With  regard  to  banks  involved  in  derivative  activities,  the  level  of 
such  activity  and  reliance  on  short  term  funding  is  not  necessarily  causal.   It  is 
not  unusual  for  the  type  of  institutions  normally  heavily  engaged  in  such 
activities  to  be  short-funded,  because  most  are  money  center  banks  with 
typically  shorter-term  liability  profiles.   Nor  is  the  incidence  of  default  under 
these  contracts  clearly  associated  with  any  underlying  cash  liquidity  problem.   It 
is  notable  that  the  issue  of  credit  ratings  appears  to  be  more  of  a  foctor  for 
market  participants  other  than  commercial  banks. 

Question  23.  Criticism  of  speculators  In  the  derivative  mark^,  primarily 
exchange-traded  derivatives  such  as  ciurrency  futures  and  options,  has  focu^  on 
the  allied  ability  of  such  speculators  to  manipulate  mark^.  Concerns  have  also 
arisen  as  to  potential  depository  institution  exposure  as  a  result  of  speculators' 
activities.  Please  comment  on  these  critidsms  and  wh^o*  or  not  such 
speculators  should  be  subject  to  increased  regulation  or  supervision. 

23.  The  existence  of  individuals,  groups  or  companies  who  take  large,  unmatched, 
positions  (speculators)  is  a  fundamental  part  of  all  capital  maricets  activities, 
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providing  liquidity,  balance  and  reliable  pricing  to  the  marketplace.   The 
FDIC's  concern  is  not  so  much  that  these  speculators  exist  but  rather  that  their 
activities  pose  no  risk  to  the  insurance  funds.   Our  focus  is  on  the  extent  of 
position-taking  in  derivative  instruments  by  insured  institutions  and  their  agents, 
and  what  form  supervision  of  this  activity  should  take. 

The  sheer  size  and  activity  of  the  markets  for  the  most  popular  and  widely  used 
derivative  instruments,  make  it  unlikely  that  an  individual  or  institution,  or  even 
a  group  of  speculators  in  collusion,  would  be  able  to  manipulate  the  market  for 
personal  gain.   Even  in  the  short  term,  any  atten^t  by  any  market  participant 
or  participants  to  move  prices  of  exchange  traded  instruments  would  be 
immediately  identified  as  a  market  inefficiency.   Such  inefficiencies,  even  small 
temporary  ones,  are  quickly  taken  advantage  of  by  arbitrageurs  whose  purchase 
or  sale  transactions  move  the  market  back  toward  equilibrium.   One  exception 
to  this  would  be  in  thinly  traded  markets,  but  even  then  large  price  disparities 
are  likely  to  be  identified  by  the  arbitrageurs.   Current  examination  practice 
would  carefully  scrutinize  any  significant  participation  by  insured  institutions  in 
such  thinly  traded  markets. 

Another  exception  would  be  when  artificial  restrictions  are  placed  on  markets, 
such  as  the  European  Community's  Exchange  Rate  Mechanism  (ERM).  The 
ERM  limits  the  fluctuation  of  each  member's  currency  relative  to  the  other 
ERM  currencies.  Should  two  currencies  move  out  of  alignment,  one  or  both 
members  are  required  to  take  corrective  action,  either  by  manipulating  interest 
rates  or  through  direct  market  intervention.   In  1992,  as  Europe  faced  a 
deepening  recession,  the  Deutsche  Mark  appreciated  against  the  other  ERM 
currencies,  mandating  corrective  action.  Germany  would  not  lower  its  rates  so 
the  other  European  Community  countries  were  forced  to  either  keep  their  rates 
higher  than  economic  conditions  warranted,  or  spend  enormous  sums 
intervening  in  the  market.  Today,  after  several  crises,  England  and  Italy  have 
withdrawn  from  the  ERM,  and  the  range  within  which  currencies  are  allowed 
to  fluctuate  without  a  mandatory  correction  is  approximately  six  times  wider. 
The  heavy  speculation  that  took  place  earlier  this  year  was  enabled  by  similarly 
large  market  inconsistencies  resulting  from  the  ERM's  artificial  barrier.   The 
magnitude  of  reported  profits  was  largely  made  possible  by  massive 
intervention  on  behalf  of  several  currencies,  and  the  sizeable  sums  speculators 
were  willing  to  bet  on  price  movements.   It  is  common  policy  and  practice  for 
traders  of  dealer  institutions  to  use  'stop-loss'  orders.  This  allows  them  to 
have  orders  executed  once  a  currency,  financial  instrument,  or  index  reaches  a 
certain  level.  This  practice  helps  limit  adverse  effects  during  such  imusual 
occurrences. 
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Question  24.  What,  if  any,  effect  will  the  depositor  preference  provision  of  the 
Omnibus  Budget  Reconciliation  Act  of  1993  have  on  the  derivatives  mark^? 

24.      From  a  strictly  legal  standpoint  it  is  difficult  to  assess  the  impact  of  the 

depositor  preference  provision  of  the  Omnibus  Budget  Reconciliation  Act  of 
1993  (Budget  Act)  on  the  derivatives  market.   The  new  national  depositor 
preference  statute  provides  six  categories  of  claims.   Secured  claims  are 
administered  outside  of  the  statute  and  are  still  enforceable  in  accordance  with 
12U.S.C.  1821(e)(ll). 

When  the  FDIC  is  appointed  conservator  or  receiver,  it  has  certain  rights  and 
remedies  with  respect  to  contracts,  including  the  right  to  repudiate  certain 
contracts  and  limit  damages.    12  U.S.C.  1821(e)(3).   Although  "derivatives" 
are  not  defmed  in  the  FDl  Act,  "qualified  financial  contracts"  (QFC)  are 
defmed  and  receive  more  favored  treatment  under  the  FDI  Act  than  do  other 
contracts.   This  favored  treatment  of  QFCs  was  not  modified  by  the  Budget 
Act.   However,  to  the  extent  that  claims  under  a  QFC  are  subject  to  payment 
under  12  U.S.C.  1821(i),  that  claim  would  be  a  general  creditor  claim  in 
category  three  under  the  depositor  preference  provision.    12  U.S.C. 
1821(d)(ll). 

The  depositor  preference  provision  has  resulted  in  an  increased  tendency  for  the 
FDIC  to  choose  deposit  transfers  over  purchase  and  assumption  transactions  in 
failing  bank  resolutions.  This  is  due  to  the  inherent  uncertainty  of  long  term 
asset  recoveries  in  those  cases  where  deposit  claims  will  not  clearly  be  covered 
by  asset  liquidations.   In  conjtmction  with  FDICIA,  which  mandates  the  least 
expensive  failing  bank  resolution,  the  depositor  preference  provision  has  made 
it  increasingly  likely  that  all  non-deposit  liabilities  will  be  retained  by  the 
receiver.  With  the  FDIC's  ability  to  selectively  enforce  QFCs  per  FIRREA,  a 
distinct  element  of  counterparty  credit  risk  is  introduced  into  the  derivatives 
market.  This  injects  needed  market  discipline  and  in  this  fashion  provides  an 
additional  level  of  protection  for  the  insurance  fund. 

Insofar  as  depositor  preference  has  tended  to  make  this  scenario  more  likely, 
the  Budget  Act  will  increase  by  an  undetermined  and  most  probably  varying 
amount,  the  costs  of  participating  in  the  derivatives  market,  both  for  dealer 
banks  and  end  users.  Aside  from  the  obvious  need  to  conduct  individual 
counterparty  credit  analyses,  dealer  banks  will  be  unable  to  rely  on  bilateral 
netting  agreements  with  unlimited  two  way  payments  to  either  reduce  direct 
credit  risks  or  to  provide  an  argument  for  decreased  cs^ital  requirements.   End 
users,  inchiding  most  thrifts  and  state  non-member  institutions,  may  find  that 
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the  use  of  derivatives,  even  for  the  purposes  of  risk  reduction  or  liquidity 
enhancement,  will  be  incrementally  costly  as  counterparties  build  in  credit  risk 
spreads  or  require  collateral  for  the  contracts.  Problem  institutions  may  find 
these  avenues  either  shut  entirely,  or  so  limited  in  maturity  as  to  be  ineffective. 
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APPENDIX  I 
Glossary  of  Terms 


Add-ons:  The  term  used  in  the  1988  Basle  capital  accord  that  denotes  the  amounts  a<kled 
to  the  credit  equivalent  value  of  derivative  contracts  to  reflect  potential  credit  e^>osures 
arising  from  fUture  price  or  volatility  changes.  Add-ons  are  calculated  on  the  basis  of 
notiomd  principal  values,  and  vary  according  to  the  nature  of  the  derivative  instrument 
and  its  maturity. 

Agencies:  For  the  purpose  of  this  document,  refers  to  the  four  principal  financial 
institution  regulatory  agencies,  the  FDIC,  CKTC,  FRB  and  OTS. 

Arbitrage:  Trading  strategies  designed  to  profit  from  price  differences  for  the  same  or 
similar  goods  in  different  markets.  Historically  the  term  implied  little  or  no  risk  in  the 
trade,  but  more  recently  it  has  come  to  suggest  some  risk  of  loss  or  uncertainty  about 
total  profits. 

Backroom  Operations:  Segregated  supporting  or  control  functions. 

Bid/Offer  Spread:  The  difference  betv^een  the  buying  and  selling  price  of  an  instrument. 

Bilateral  Netting  :  A  proposed  method  for  determining  credit  risk  exposure  positions 
which  permits  the  offsetting  of  positions  or  payment  obligations  between  two  parties 
whereby  a  large  number  of  individual  positions  or  payment  obligations  are  reduced  to  one 
single  position  or  payment  obligation,  such  that  in  the  event  of  a  counterparty's  failure 
to  perform  due  to  default,  bankruptcy  or  liquidation,  the  other  counterparty  would  have 
a  claim  or  payment  obligation  to  receive  or  pay  only  the  net  value  of  the  sum  of 
unrealized  gains  and  losses  on  all  transactions. 

BIS  :  Bank  for  International  Settlements. 

Caps:  An  option-like  contract  for  which  the  buyer  pays  a  fee,  or  premium,  to  obtain 
protection  against  a  rise  in  a  particular  interest  rate  above  a  certain  level.  For  example, 
an  interest  rate  cap  may  cover  a  specified  principal  amount  of  a  loan  over  a  designated 
time  period  such  as  a  calendar  quarter.  If  the  covered  interest  rate  rises  above  the  rate 
ceiling,  the  seller  of  the  rate  cap  pays  the  purchaser  an  anK)unt  of  money  equal  to  the 
average  rate  differential  times  the  principal  amount  times  one  quarter. 
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Clearing  System  (or  Clearing  House  Arrangement):  A  mechanism  for  calculation  of 
mutual  positions  within  a  group  of  participants  with  a  view  to  facilitating  the  settlement 
of  their  mutual  obligations  on  a  net  basis. 

Collar:  The  simultaneous  purchase  of  a  cap  and  the  sale  of  a  floor  with  the  aim  of 
maintaining  interest  rates  within  a  defined  range.  The  premium  income  from  the  sale  of 
the  floor  reduces  or  offsets  the  cost  of  buying  the  c^. 

Collateralized  Mortgage  Securities:  Mortgage-backed  bonds  or  obligations  secured  by 
the  cash  flow  of  a  pool  of  mortgages. 

Commodity  Options:  A  contract  providing  the  purchaser  the  right,  but  not  the  obligation, 
to  buy  or  sell  a  given  quantity  of  a  commodity  at  a  strike  price,  on  or  before  a  given 
date. 

Conunodity  Swaps:  A  transaction  that  allows  an  investor  to  exchange  payment  streams 
which  are  based  on  commodity  prices.  Commodity  swaps  involve  swaps  of  payment 
streams  only  and  are  usually  settled  in  cash.  However,  physical  delivery  may  also  occur. 
Commodity  swaps  enable  producers  and  consumers  to  hedge  commodity  price  risk. 
Usually,  the  consumer  pays  fixed,  the  producer  floating. 

Counterparty  :  One  of  the  two  entities  engaged  in  a  derivative  transaction.  Both  the 
buyer  and  the  seller  are  counterparties  to  each  other. 

Credit  Equivalent  Value:  Amount  representing  the  credit  risk  exposure  in  off-balance 
sheet  transactions.  In  the  case  of  derivatives,  credit  equivalent  value  represents  the 
potential  cost  at  current  market  prices  of  replacing  the  contract's  cash  flows  in  the  case 
of  default  by  the  counterparty. 

Credit  Risk:  The  risk  that  a  counterparty  to  a  transaction  will  fail  to  perform  according 
to  the  terms  and  conditions  of  the  contract,  thus  causing  the  holder  of  the  claim  to  suffer 
a  loss. 

Cross-Currency  Interest  Rate  Swaps:  A  transaction  involving  the  exchange  of  streams 
of  interest  rate  payments  (but  not  necessarily  principal  payments)  in  different  currencies 
and  often  on  different  interest  bases  (e.g.,  fixed  Deutsche  Mark  against  floating  dollar, 
but  also  flxed  Deutsche  Mark  against  flxed  dollar). 
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Cross-Currency  Settlement  Risk  (or  Herstatt  Risk):  Risk  relating  to  the  settlement  of 
foreign  exchange  contracts  that  arises  when  one  of  the  counterparties  to  a  contract  pays 
out  one  currency  prior  to  receiving  payment  of  the  other.  Herstatt  risk  arises  because  the 
hours  of  operation  of  domestic  interbank  fund  transfer  systems  often  do  not  overlap  due 
to  time  zone  differences.  In  the  interval  between  fmal  settlement  of  eadi  leg, 
counterparties  are  exposed  to  credit  risk  and  market  risk. 

Cross  Product  Agreements:  Master  agreements  between  counterparties  covering  more 
than  one  type  of  derivative  instrument. 

Currency  Swaps:  A  transaction  involving  the  exchange  of  cash  flows  and  principal  in 
one  currency  for  those  in  another  with  an  agreement  to  reverse  the  principal  swap  at  a 
future  date. 

Current  Exposure  Method:  Term  used  in  the  Basle  capital  accord  to  denote  a  method 
of  assessing  credit  risk  in  ofT-balance  sheet  transactions,  consisting  of  adding  the 
marked-to-market  replacement  cost  of  all  contracts  with  positive  value  and  an  add-on 
amount  for  potential  credit  exposure  arising  from  future  price  or  volatility  changes. 

Dealers:  Enter  into  transactions  with  customers  and  other  market  participants,  seeking 
to  profit  by  maintaining  a  generally  balanced  portfolio  from  which  they  expect  to  earn  a 
bid/offer  spread. 

Deferral  Accounting:  The  pos^nement  of  hedge  instrument  gains  or  losses  to  coincide 
with  the  maturities  or  repricing  dates  of  the  underlying  asset  or  liability. 

Discount  Swaps:  Also  called  off-market  swaps,  in  which  the  fixed  payments  are  below 
market  rat^.  At  the  end  of  the  swap,  the  shortfall  is  made  up  by  one  large  payment.  The 
credit  risk  taken  on  by  the  fixed  rate  recipient  (usually  the  bank)  increases  with  the 
discount  applied  to  interest  rates. 

Division  of  Supervision:  Division  of  the  FDIC  responsible  for  examination  and 
supervision  of  open  banks. 

DOS  Re^ons:  Located  in  Atlanta,  Boston,  Chicago,  Dallas,  Kansas  City,  Memphis, 
New  York  and  San  Francisco. 
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Duration:  A  calculation  measuring  the  price  sensitivity  of  a  financial  instnunent  to 
changes  in  interest  rates.  Expressed  as  a  measurement  of  time,  duration  measures  the 
weighted  average  time  to  maturity  of  all  cash  flows  from  a  financial  instrument. 

Embedded  Options:  An  option  (either  tied  to  an  interest  rate  index,  to  an  equity  price 
or  an  equity  index)  embedded  in  a  debt  instrument  that  affects  the  instr\mient*s 
redemption.   Examples  include  callable  bonds  and  mortgage  backed  securities. 

End-User  (swap  market):  In  contrast  to  a  swap-trading  institution,  a  counterparty  which 
engages  in  a  swap  to  change  its  interest  rate  or  currency  exposure.  End-users  may  be 
nonfinancial  corporations,  fmancial  institutions  or  governments. 

Equity  Options:  Encompass  a  class  of  options  giving  the  purchaser  the  right,  but  not 
the  obligation,  to  buy  or  sell  an  individual  share,  a  basket  of  shares,  or  an  equity  index 
at  a  predetermined  price,  on  or  before  a  fixed  date. 

Equity  Securities:  Principally  stock  or  other  traded  ownership  interests. 

Equity  Swaps:  A  transaction  that  allows  an  investor  to  exchange  the  rate  of  return  (or 
a  component  there  oO  on  an  equity  investment  (an  individual  share,  a  basket  or  index) 
for  the  rate  of  return  on  another  non-equity  or  equity  investment. 

Examination  and  Supervisory  Guidance:  The  universe  of  regulations,  statements  of 
policy,  operating  bulletins,  and  examination  and  procedural  manuals. 

Excliange  Traded:  Instruments  with  standardized  contract  terms  traded  in  an  established 
clearinghouse  environment. 

Exercise  Price  (also  Strike  Price):  The  fixed  price  at  which  an  option  holder  has  the 
right  to  buy,  in  the  case  of  a  call  option,  or  to  sell,  in  the  case  of  a  put  option,  the 
financial  instrument  covered  by  the  option. 

FDICIA:  The  Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991 

FIRREA:  Financial  Institutions  Reform  Recovery  and  Enforcement  Act  of  1989. 

Floor:  A  contract  whereby  the  seller  agrees  to  pay  to  the  purchaser,  in  return  for  the 
payment  of  a  premiiun,  the  difference  between  current  interest  rates  and  an  agreed  (strike) 
rate  times  the  notional  amount  should  interest  rates  fall  below  the  agreed  rate.  A  floor 
contract  is  effectively  a  string  of  interest  rate  guarantees. 
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Foreign  Exchange  Contracts:  Agreement  between  two  parties  to  exchange  one  currency 
for  another  at  an  agreed  upon  exchange  rate. 

Forward  Rate  Agreement  (fllA):  A  contract  in  which  two  counterparties  agree  on  the 
interest  rate  to  be  paid  on  a  notional  deposit  of  specified  maturity  at  a  specific  future 
time.  Normally,  no  principal  exchanges  are  involved,  and  the  difference  between  the 
contracted  rate  and  the  prevailing  rate  is  settled  in  cash. 

Funding:  The  obtaining  of  capital,  debt  and  deposits. 

Futures  Contract:  An  exchange-traded  contract  generally  calling  for  deliveiy  of  a 
specified  amount  of  a  particular  grade  of  commodity  or  financial  instrument  at  a  fixed 
date  in  the  future.  Contracts  are  highly  standardized  and  traders  need  only  agree  on  the 
price  and  number  of  contracts  traded.  Traders'  positions  are  maintained  at  the  exchange's 
clearinghouse,  which  becomes  a  counterparty  to  each  trader  once  the  trade  has  been 
cleared  at  the  end  of  each  day's  trading  session.  Members'  positions  are  marked-to- 
market  daily  at  the  clearinghouse  and  members  must  post  margin.  Most  trades  are 
unwound  before  delivery.  The  interposition  of  the  clearinghouse  facilitates  the  unwinding 
since  a  trader  need  not  find  his  original  counterparty  but  may  arrange  an  offsetting 
position  with  any  trader  on  the  exchange. 

GAAP:  Generally  Accepted  Accounting  Principles. 

Global  Market:  Generally  the  largest  industrialized  nations. 

Group  of  Thirty:  Blue  ribbon  international  panel  of  industry,  legal,  and  academic 
representatives,  supported  by  the  major  institutional  participants  in  the  global  finaiKial 
markets. 

Hedge  Funds:  Speculative  funds  managing  investments  for  private  investors  (in  the  US, 
such  fuixls  are  unregulated  if  the  number  of  investors  does  not  exceed  one  hundred). 

Hedging:  A  financial  technique  used  to  offset  invesonent  risk  such  as  risk  of  loss  from 
price  fluctuations  in  the  market. 

Historical  Loss  Rates:  Determined  from  data  accumulated  over  a  given  time  frame. 

Index:  A  numerical  figure  or  statistical  measure  adjusted  periodically  to  reflect  changes 
in  die  quantity  of  goods  produced,  prices  paid  or  loan  interest  rates,  by  c(Miq)aring  current 
activity  to  a  base  year  or  other  specified  time  tnrat. 
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Insured  Financial  Institutions:  For  the  purposes  of  this  document,  conunercial  banks, 
savings  banlcs,  savings  and  loans,  and  certain  trust  companies,  dirift  companies  and 
industrial  loan  companies  that  have  federal  dqwsit  insurance  coverage. 

Interest  Rate  Contracts:  For  purposes  of  this  document,  include  interest  rate  swaps, 
c^,  options,  floors,  futures,  forwards  and  forward  rate  agreements. 

Interest  Rate  Risk  (IRR):  The  adverse  net  worth  or  earnings  impact  on  individual 
positions,  portfolios  or  institutions  resulting  from  changes  in  the  market  interest  rate 
environment. 

Interest  Rate  Swap:  A  transaction  in  which  two  counterparties  exchange  interest 
payment  streams  of  differing  character  based  on  an  underlying  notional  principal  amount. 
The  three  main  types  are  coupon  swaps  (flxed  rate  to  floating  rate  in  the  same  currency), 
basis  swaps  (one  floating  rate  index  to  another  floating  rate  index  in  the  same  currency), 
and  cross-currency  interest  rate  swaps  (flxed  rate  in  one  currency  to  floating  rate  in 
another  currency). 

Intermediary  (swap  market):  A  counterparty  who  enters  into  a  swap  in  order  to  earn 
fees  or  trading  proflts.  Most  intermediaries,  or  swap  dealers,  are  major  U.S. 
money-center  banks,  major  U.S.  and  U.K.  investment  and  merchant  banks,  and  major 
J^ianese  securities  companies. 

Intraday  Credit  (or  Daylight  Credit):  Credit  extended  for  a  period  less  than  one 
business  day;  in  a  credit  transfer  system  with  end-of-day  final  settlement,  daylight  credit 
is  tacitly  extended  by  the  receiving  institution  if  it  accepts  and  acts  on  a  payment  order 
even  though  it  will  not  receive  final  funds  until  the  end  of  the  business  day. 

ISDA:  International  Swap  and  Derivatives  Association. 

Leverage:  The  debt  to  equity  position  of  a  company. 

Liquidity:  Ctiaracteristic  of  a  security  or  commodity  with  enough  units  outstanding  to 
allow  large  transactions  without  a  substantial  decrease  in  price. 

Margin:  Funds  or  collateral  posted  as  a  good-faith  performance  guarantee.  Futures  and 
options  exchanges  often  require  traders  to  post  initial  margin  when  tliey  enter  into  new 
contracts.  Margin  accounts  are  debited  or  credited  to  reflect  changes  in  the  current 
market  prices  on  the  positions  held.  Members  must  replenish  the  margin  account  if 
margin  falls  below  a  minimum.  In  similar  fashion,  customers  must  post  margin  on 
positions  held  for  them  at  the  exchange  clearinghouse  by  member  firms. 
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Market  Liquidity:  Measured  by  participants  as  the  extent  to  which  their  own  actions 
(transactions)  change  the  market  price  of  an  asset.  A  market  is  said  to  be  liquid  if  the 
immediate  reversal  of  a  transaction  does  not  involve  losses  (other  than  fixed  transaction 
costs). 

Market  Liquidity  Risk:  The  uncertainty  associated  with  the  market  liquidity  of  a 
fmancial  asset.  Often  considered  as  the  risk  that  a  (negotiable  or  assignable)  financial 
instrument  cannot  be  sold  quickly  and  at  a  price  close  to  its  fundamental  value. 

Market  risk:  The  risk  of  a  change  in  the  price  of  an  asset  resulting  in  a  fmancial  loss 
to  the  holder  when  the  asset  is  sold.  Price,  interest  rate,  volatility,  basis,  and  currency 
risks  are  commonly  refened  to  as  market  risks. 

Marking-to-Market:  The  process  of  recalculating  the  exposure  in  a  trading  position  or 
a  portfolio  (of  securities,  equities  or  derivatives)  on  the  basis  of  current  market  prices. 

Master  Agreement:  An  agreement  that  incorporates  the  entire  range  of  derivative 
(usually  swap)  transactions  between  two  counterparties  into  one  legal  agreement. 

Money  Center  Banks:  Large,  multinational  US  banks  historically  headquartered  in  New 
York,  Chicago  and  San  Francisco. 

Multilateral  Netting:  Netting  arrangements  involving  more  then  two  counterparties. 

Netting  (or  Netting  Schemes):  An  agreed  offsetting  of  positions  or  obligations  by 
trading  partners  or  participants  in  a  system.  The  netting  reduces  a  larger  niunber  of 
individual  positions  or  obligations  to  a  smaller  number  of  positions.  Netting  may  take 
several  forms  which  have  varying  degrees  of  legal  enforceability  in  the  event  of  default 
of  one  of  the  parties. 

Notional  Value  (or  Notional  Principal):  The  underlying  face  amount  on  which  some 
index,  price  movement,  interest  rate  or  multiple,  acts  in  order  to  determine  the  actual 
cash  flows  to  be  paid  or  received.  Notional  principal  amounts  calibrate  the  volume  of 
future  cash  flows  but  do  not  represent  the  actual  amount  transferred. 

Novation:  The  satisfaction  and  discharge  of  existing  contractual  obligations  by  the 
substitution  of  new  contractual  obligations  (whose  effect,  for  example,  is  to  replace  gross 
with  net  payment  obligations.) 
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Off-Balance  Sheet  Actiyities:  Banks*  business  that  does  not  generally  involve  the 
recording  of  assets  or  liabilities.  Examples  include  trading  in  swaps,  options,  futures,  and 
foreign  exchange  forwards,  and  the  granting  of  stand-by  commitments  and  letters  of 
credit. 

Option:  The  contractual  right,  but  not  the  obligation,  to  buy  or  sell  a  specified  amount 
of  a  given  fmancial  instrument  at  a  fixed  price  before  or  at  a  designated  future  date.  A 
call  option  confers  on  the  holder  the  right  to  buy  the  financial  instrument.  A  put  option 
involves  the  right  to  sell  the  financial  instnunent. 

Original  Exposure  Method:  A  term  used  in  the  Basle  capital  accord  to  denote  a  method 
for  assessing  the  credit  risk  in  a  derivatives  portfolio,  consisting  of  applying  a  standard 
set  of  conversion  factors  to  the  notional  principal  amounts  of  each  instrument  according 
to  the  nature  of  the  instrument  and  its  maturity. 

ore  Market  (Over-the-Counter  Market):  Trading  in  financial  instruments  transacted 
off  organized  exchanges.  Generally  the  parties  must  negotiate  all  details  of  the 
transactions,  or  agree  to  certain  simplifying  market  conventions.  In  most  cases,  OTC 
market  transactions  are  negotiated  over  the  telephone.  OTC  trading  includes  transactions 
among  market-makers  and  between  market-makers  aiKl  their  customers.  Firms  mutually 
determine  their  trading  partners  on  a  bilateral  basis. 

Peer  Group:  Institutions  with  similar  size  and  other  characteristics,  within  parameters 
established  by  the  Agencies. 

Premium:  The  price  paid  for  an  option  by  an  option  holder  to  an  option  writer. 

Primary  Federal  Regulator:  For  Nationally  chartered  banks  the  Office  of  the 
Comptroller  of  the  Currency;  for  State  Member  Banks  the  Federal  Reserve;  for  State 
Nonmember  Banks  the  Federal  Deposit  Insurance  Corporation  and  for  Savings  and  Loans 
the  Office  of  Thrift  Supervision. 

Qualified  Financial  Contract:  Specifically  defined  in  FIRREA  to  include  any  "securities 
contract,  commodity  contract,  forward  contract,  swap  agreement,  and  any  similar 
agreement ..." 

Reference  Rate:  The  interest  rate  used  as  an  index  for  pricing  or  determining  cash  flow 
of  a  derivative  product. 

Risk  Management:  In  the  context  of  this  document,  altering  the  impact  of  market  risks 
on  die  balance  sheet  or  its  components. 
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Risk  Based  Capital:  Defined  in  Part  325  of  the  FDIC  Rules  and  Regulations  to  reflect 
different  capitalization  requirements  for  different  balance  sheet  assets  and  off  balance 
sheet  instruments. 

Safety  and  Soundness  Examination:  Conducted  by  DOS  to  determined  the  financial 
capacity  of  insured  institutions. 

Settlement  Risk:  Between  two  coimterparties,  the  risk  that  a  counterparty  to  whom  a 
firm  has  made  a  delivery  of  assets  or  money  defaults  before  the  amounts  due  or  assets 
have  been  received;  or  the  risk  that  technical  difficulties  interrupt  delivery  or  settlement 
even  if  the  counterparties  are  able  to  perform.  In  the  latter  case,  payment  is  likely  to  be 
delayed  but  recoverable.  Settlement  risk  exposes  no-fault  parties  to  credit,  cash  liquidity 
and  market  risk. 

Stop-Loss  Order:  A  mechanism  by  which  a  dealer  (or  end  user)  leaves  instructions  with 
a  coimterparty  to  buy  or  sell  a  particular  instrument  (currency,  future,  option,  etc.)  when 
its  price  reaches  a  certain  level.  The  level  of  an  index  (Dow  Jones  Industrial  Average, 
S&P  5(X),  CRB,  etc.),  or  the  price  of  a  different  but  related  instrument  can  also  be  used 
as  the  trigger  mechanism  for  the  order. 

Swap:  A  financial  transaction  in  which  two  counterparties  agree  to  exchange  streams. of 
payments  over  time  according  to  a  predetermined  rule.  A  swq)  is  normally  used  to 
transform  the  market  exposure  associated  with  a  loan  or  bond  borrowing  from  one 
interest  rate  base  (fixed  term  or  floating  rate)  or  currency  of  demmination  to  another. 

Swaptions:  An  option  to  enter  (or  cancel)  a  swap. 

Systemic  risk:  The  risk  that  a  disruption  (at  a  firm,  in  a  market  segment,  to  a  settlement 
system  etc.)  causes  widespread  difficulties  at  other  flrms,  in  other  market  segments  or  in 
the  financial  system  as  a  whole. 

Tier  1  Capital:  Defined  in  Part  325  of  the  FDIC  Rules  and  Regulations  essentially  as 
common  and  preferred  stock  less  most  intangible  assets  and  identifled  losses. 

Trading:  The  purchasing  or  selling  of  instruments  in  attempts  to  take  advantage  of 
incremental  price  movements. 
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Two  Way  Payments:  Provision  under  a  master  agreement  establishing  the  continuation 
of  contractually  obligated  payments  following  a  bankruptcy  or  other  defoult  event. 
Limited  two  way  payments  allows  for  the  possible  interruption  of  contractual  cash  flows 
due  to  certain  default  events  (such  as  FDIC  receivership),  while  unlimited  two  way 
payments  require  the  continuation  of  such  cash  flows  irrespective  of  the  nature  of  the 
event. 

Underlying:  The  designated  financial  instruments  which  must  be  delivered  in  completion 
of  an  option  contract  or  a  futures  contract.  For  example,  the  underlying  may  be 
fixed-income  securities,  foreign  exchange,  equities,  or  futures  contracts  (in  the  case  of 
an  option  on  a  futures  contract). 

Unmatched  Position:  Acceptance  of  the  market  risk  of  a  contract  without  entering  into 
an  opposite  or  ofTsetting  contract  to  allow  benefit  from  the  same  market  risk  or  risks. 

US  Banlcs:  Banks  whose  headquarters  are  domiciled  in  the  states  or  possessions  of  the 
United  States. 

Value  Calculation  Models:  Used  to  calculate  the  present  value  of  future  cash  flows 
using  forward  yield  curves  and  probability  expectations. 

Variation  Margin:  The  gain  or  loss  on  open  positions,  calculated  by  marking  to  market 
at  the  end  of  each  trading  day.  Such  gain  or  loss  is  credited  or  debited  by  the 
clearinghouse  to  each  clearing  member's  account  and  by  members  to  their  customer's 
accounts. 

Volatility:  A  measure  of  the  variability  of  the  price  of  an  asset,  usually  defined  as  the 
annualized  standard  deviation  of  the  naniral  log  of  asset  prices. 
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Appendix  n 
Derivatives  Mark^  rommpntju-y;  1992 


This  was  another  year  of  growth  in  the  derivatives  industry.  The  International  Swap  and 
Derivatives  Association  (ISDA)  reported  in  its  annual  survey  that  over-the-counter  (OTQ 
derivatives,  such  as  interest  rate  swaps,  caps,  collars,  and  options  on  those  products 
increased  by  19.76%  in  terms  of  total  notional  principal  outstanding  over  1991.  Those 
categories  break  down  as  follows: 


Notional 

Type 

($  billions) 

%  Increase 

Interest  Rate  Swaps 

3.851 

25.6 

Currency  Swaps 

850 

5.3 

Caps,  Collars,  Options 

627 

8.7 

Total:  5328  19.8 


The  general  decline  in  interest  rates  experienced  during  the  last  half  of  1992  had  a  two- 
fold effect:  first,  it  caused  a  decline  in  the  rate  of  growth  of  OTC  transactions,  because 
it  allowed  borrowers  to  more  easily  issue  conventional  fixed  rate  debt  instead  of  issuing 
floating  rate  debt  and  hedging  the  resulting  IRR  in  the  derivatives  market.  Second,  the 
steep  yield  ciu^^e,  combined  with  falling  rates  caused  a  shift  in  the  types  of  transactions 
end  users  aixl  dealers  favored.  Industry  figures  show  a  marked  decline  in  the  number  of 
end  users  who  pay  the  fixed  rate  in  swap  transactions  in  1992,  with  nearly  every  segment 
of  the  market,  excluding  the  thrifts,  increasing  the  percentage  of  swaps  on  which  they 
receive  the  fixed  rate  in  their  portfolios.  The  result  of  this  shift  in  trading  policy  has 
been  to  drive  swap  spreads  (the  difference  between  the  swap  rate  and  the  like-term 
government  security)  to  historic  lows. 


XI 


234 


Activity  levels  in  exchange  traded  derivatives  also  increased  in  1992.  These  products 
include  interest  rate  and  currency  futures,  as  well  as  options  on  the  futures  contracts. 
Overall,  total  futures  and  options  activity  increased  by  19.21%  in  1992  in  terms  of  total 
number  of  contracts  traded.  Exchange  traded  activity  for  1992  breaks  down  as  follows: 

Number  of 

Type  Contracts  Traded  %  Increase 

Interest  Rate  Futures  153,335,831  28.0 

Currency/Index  Fumres  26,594,825  -  7.4 

Interest  Rate  Options  37,428,654  20.7 

Currency /Index  Options  10,320,550  -10.5 

Total:  227,679,860  19.2 

Of  all  the  futures  contracts,  the  T-Bond  contract,  trading  on  the  Chicago  Board  of  Trade, 
was  the  most  prolific,  with  over  70  million  contracts  traded.  However,  a  close  second  is 
the  Chicago  Mercantile  Exchange's  (CME's)  90  day  Eurodollar  contract,  with  over  60 
million  contracts  traded.  Additionally,  the  CME's  Eurodollar  contract  nearly  doubled  in 
volume  in  1992. 
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APPENDIX  m 

Summary  of  Inclusions 


Interest  Rate  Risk  (IRR):  This  section  contains  detailed  discussions  of  such  concepts 
as  Duration,  Volatility,  and  Convexity,  and  explains  how  kmwledge  of  these  factors  can 
assist  an  institution  in  managing  its  IRR.  Additionally,  the  material  in  this  section  contains 
the  relevant  material  from  the  DOS  Manual  of  Examination  Policies  on  analyzing  an 
institution's  interest  rate  sensitivity,  an  advisory  from  the  Office  of  the  Comptroller  of 
the  Currency,  a  bulletin  from  the  Office  of  Thrift  Supervision,  as  well  as  several  articles 
of  interest  published  by  industry  participants. 

Futures  and  Options:  Financial  Futures  and  Options  are  traded  both  on  regulated 
exchanges  and  Over-the-Counter  (OTC).  The  contents  of  this  section  include  definitions 
of  the  different  types  of  futures  and  options,  market  terminology,  as  well  as  definitions 
and  methods  of  calculation  for  various  characteristics  of  futures  and  options,  inchiding 
option  value,  volatility,  delta,  gamma,  epsilon,  and  theta.  Also  included  are  excerpts  from 
the  Federal  Financial  Institutions  Examination  Council  (FFIEQ  procedures;  the  text  of 
and  various  commentaries  on  the  Statement  of  Financial  Accounting  Standards  No.  80 
(FASB  80),  which  concerns  accounting  for  ftimres  transactions;  the  FDIC's  Statement  of 
Policy  Concerning  Interest  Rate  Futures  Contracts,  Forward  Contracts,  and  Standby 
Contracts;  the  DOS  Examination  policy  manual  sections  'Interest  Rate  Forward  and 
Futtires  Contracts",  "Interest  Rate  Options",  and  "Forward  Rate  Agreements";  and 
several  articles  of  interest  on  the  use  of  options  and  futures  for  various  hedging  needs. 
Pages  17  through  22.03,  305  through  314,  and  315  through  320  have  been  recentiy 
revised. 

Interest  Rate  Swaps  and  Caps/Floors:  Interest  Rate  Swaps,  Caps,  Floors,  and  Collars 
are  traded  entirely  OTC.  This  section  contains  'Interest  Rate  Sw^"  and  'Interest  Rate 
Caps  and  Floors'  from  the  DOS  Manual  of  Examination  Policies;  the  DOS  Regional 
Directors  Memorandum  ft-om  June  23,  1987  entiUed  "Interest  Rate  Swaps';  discussions 
on  yield  mathematics;  use  of  swaps,  caps,  and  floors  in  hedging  applications;  accounting 
and  supervisory  issues  related  to  these  products;  and  a  discussion  of  the  terminology,  use, 
and  risks  involved  with  these  products.  Pages  1  through  4.03  have  been  recentiy  revised. 

Foreig;n  Exchange:  This  section  is  principally  comprised  of  the  Foreign  Exchange  section 
of  the  DOS  Manual  of  Examination  Policies,  and  deals  v^th  the  unique  risks  to  which  a 
bank  is  exposed  when  it  enters  the  foreign  exchange  markets.  These  risks,  each  of  which 
are  examined  in  the  section,  are:  exchange  rate  risk,  IRR.  credit  risk,  country  risk,  and 
operational  risk.  Additionally,  this  section  addresses  the  need  to  evahiate  the  extent  to 
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which  a  bank  participates  in  the  foreign  exchange  market,  and  to  determine  if  their 
internal  policies  and  procedures  are  sufficient  to  address  their  level  of  involvement  b  the 
market.  Broadly  speaking,  the  policy  statement  covers  minimum  standards  for  written 
bank  policies,  basic  internal  controls,  and  audit  documentation.  Also  included  in  this 
section  is  a  discussion  of  the  different  types  of  foreign  exchange  contracts.  This  section 
has  been  recently  revised. 

Sample  OfT-Site  Monttoring  Report:  This  section  contains  a  san^le  of  the  Summary  of 
Financial  Institution  Mortgage  and  Off-Balance  Sheet  Securities  Activities  report,  which 
is  compiled  on  a  quarterly  basis  by  the  OfTice  of  Capital  Markets.  This  report  provides 
information  about  the  level  of  Mortgage  and  Derivative  securities  activity  for  insured 
institutions,  on  both  a  national  and  regional  level. 

Selected  Training  Material:  Seminars  are  given  twice  annually  by  the  Office  of  Capital 
Markets  to  regional  bank  examiners  to  ensure  familiarity  with  all  Capital  Markets 
products,  including  financial  derivatives.  This  includes  not  only  the  mechanics  of 
derivative  products,  but  also  includes  current  issues  in  the  markets,  new  or  emerging 
products,  information  about  the  volumes  of  the  various  derivative  products,  and  case 
studies. 
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ATTACHMENT  B 


The  Office  of  Thrift  Supervision  Response 


238 


Office  of  Thrift  Supervision 

Department  of  the  Treasury 


Olraliir 


1 700  C  Stmt.  N.W  ,  Washin«ton.  DC.  20592  •  (202)  9064J90 


October  4,  1993 


Th*  Honorable  James  A.  Leach 
Committee  on  Banking,  Finance 

and  Urban  Affairs 
U.S.  House  of  Representatives 
Washington,  D.C.   20515-6050 

Dear  Congressman  Leach: 

Thank  you  for  your  Inquiry  of  August  9,  1993,  requesting  the 
assistance  of  the  Office  of  Thrift  Supervision  In  preparing  an 
informational  study  on  financial  derivatives.   Our  responses  to 
the  twenty-four  questions  raised  in  your  letter  are  attached. 
Please  let  me  know  if  we  can  be  of  further  assistance. 


4L^  J.   KtcLtz 


Jonathan    L.    riechter 
Acting  Director 
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Ansvars  to  th«  D«rivativas  Questions  Submittsd  by  Congressmaa  Lsach 

1)  •)    Zn  9«n«ral,  plsass  sununarixs  and  provida  tha  vrittan 
policiaa  and  procaduras  currantly  usad  by  your  aganey  to  ragulata 
and  monitor  darivativas  activitias  of  tba  institutions  undar  your 
suparvision.   Also,  plaasa  provida  a  summary  of  your  ragulatory 
authority  ovar  darivativas  transactions. 

Last  spring  the  OTS  provided  a  study  of  the  use  of 
derivatives  by  savings  associations  to  Senator  Riegle.   Chapter  4 
of  that  study  summarizes  the  policies  and  procedures  used  by  the 
OTS  to  regulate  and  monitor  derivatives  activities  of  savings 
associations.   Chapter  6  of  the  study  outlines  the  training  in 
derivatives  that  OTS  provides  examiners.   The  Riegle  derivatives 
study  appears  in  Section  1  of  the  supplementary  material. 

A  package  of  the  written  policies  and  procedures  used  by  the 
OTS  to  regulate  and  monitor  derivatives  activities  of  savings 
associations  is  attached. 

1)  b)    Tba  Joint  Report  mentions  that  reporting  requirements 
disclose  the  notional  values  of  certain  derivatives  only,  and 
therefore  do  not  address  tha  institution's  actual  axposuras  which 
may  average  approximately  2%-8%  of  the  notional  amount.   What 
suggestions  do  you  have  for  changing  tba  reporting  requirements 
to  reflect  actual  asposuras  from  derivatives  activities, 
including,  but  not  limited  to,  credit  exposure  and  market 
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•xposur*?  Do  you  tmml   any  ebangaa  ara  naadad? 

The  Joint  report  was  issued  by  the  Federal  Reserve  Board, 
the  Office  of  the  Comptroller  of  the  Currency,  and  the  Federal 
Deposit  Insurance  Corporation.   The  OTS  did  not  participate  in 
the  drafting  of  the  Joint  Report  but  rather  prepared  a  separate 
report  (see  Section  1  of  the  Supplementary  Material) .   In  contrast 
to  the  banking  agencies,  OTS  collects  fairly  detailed  information 
on  derivatives.   OTS  collects  information  on  all  major  types  of 
off-balance-sheet  instruments,  including  futures,  options,  swaps, 
caps,  floors,  swaptions,  and  various  types  of  commitments.   Key 
information  is  collected  for  each  type  of  instr\iment,  including  a 
code  to  identify  the  type  of  contract,  its  notional  amount,  the 
time  to  maturity  or  expiration,  and  relevant  interest  rates  and 
margins.   Using  this  information,  OTS  estimates  the  current  value 
of  277  different  types  of  instruments  and  their  contribution  to 
risk  or  risk  reduction  in  each  of  9  separate  interest  rate 
scenarios  on  a  quarterly  basis. 

OTS  also  collects  information  on  the  rest  of  an  institution's 
assets  and  liabilities  in  combination  with  the  information  on 
derivatives  that  is  used  to  estimate  the  interest  rate  risk  of  the 
institution's  entire  portfolio.   Only  by  estimating  thj  interest 
rate  sensitivity  of  the  portfolio  with  and  without  derivatives,  can 
the  incremental  contribution  of  derivatives  to  risk  or  risk 
reduction  be  assessed. 

OTS  believes  that  its  current  reporting  requirements  provide 
sufficient  information  about  the  derivatives  activities  of  savings 
institutions.   OTS  has  no  plans  to  change  reporting  requirements 

2 


243 


for  derivatives. 

1)  e)   Please  provide  a  discussion  of  reporting  changes  currently 
under  consideration  by  your  agency. 

Early  this  year  OTS  completed  extensive  revision  of  Schedule 
CMR  (Consolidated  Maturity  and  Rate  information)  of  the  quarterly 
Thrift  Financial  Report.   Schedule  CMR  was  revised  to  collect  more 
detailed  information  on  derivatives  as  described  in  the  response  to 
cjuestion  l)b).   There  are  no  plans  to  change  reporting  requirements 
at  this  time. 

2)  Please  discuss  in  detail  capital  requirements,  both  current 
and  proposed,  as  they  relate  to  derivatives  activities  of 
institutions  regulated  by  your  agency.   Do  you  feel  the  current 
capital  standards  are  adequate? 

Under  the  current  risk-based  capital  rule  of  OTS,  capital 
requirements  for  financial  derivatives  are  based  primarily  on  the 
credit  risk  of  an  institution's  portfolio  of  derivatives.  There  is 
no  explicit  capital  charge  for  the  interest  rate  risk  associated 
with  derivatives.   The  capital  requirement  for  financial  derivativps 
(i.e.,  interest  rate  swaps,  basis  swaps,  forward  rate  agreements, 
interest  rate  options  purchased,  and  similar  instruments) ,  which  are 
off-balance-sheet  contracts,  is  based  on  the  "credit  equivalent 
amount"  of  each  contract.  The  credit  equivalent  amount  of  each 
contract  is  the  sum  of  the  mark-to-market  value  of  the  contract  (if 
positive)  plus  the  estimated  potential  future  credit  exposure  over 

3 


244 


the  remaining  life  of  each  contract.  The  potential  future  credit 
exposure  on  a  contract  is  estimated  by  multiplying  the  notional 
principal  amount  of  the  contract  by  0.5  percent  for  contracts 
greater  than  one  year.  (There  is  no  add-on  for  contracts  of  less 
than  one  year.)   Once  the  credit  equivalent  amount  for  the  contract 
has  been  determined,  the  amount  is  assigned  to  the  risk  weight 
category  appropriate  to  the  counterparty  (not  to  exceed  50%) . 

OTS  recently  revised  its  risk-based  capital  rule  to  take 
account  of  interest  rate  risk,  including  the  interest  rate  risk 
and  risk  reduction  associated  with  financial  derivatives.   The  new 
rule  is  effective  on  January  1,  1994.    Under  the  revised  rule, 
institutions  with  "above  normal"  levels  of  interest  rate  risk  will 
be  subject  to  an  interest  rate  risk  capital  component.   OTS 
developed  a  model  to  estimate  the  interest  rate  risk  exposure  of 
savings  associations.   The  results  of  that  model  will  be  used  by  OTS 
to  determine  how  much  capital,  if  any,  an  association  will  be 
required  to  hold  for  interest  rate  risk.   The  OTS  model  takes 
account  of  financial  derivatives  in  measuring  an  institution's 
interest  rate  risk  exposure. 

OTS  believes  that  the  revised  risk-based  capital  rule,  which 
takes  account  of  interest  rate  risk,  represents  a  significant  and 
much  needed  improvement  over  the  existing  framework.   Although 
further  improvements  to  the  risk-based  capital  regulations  can  be 
made,  OTS  believes  that  the  new  rule  achieves  the  objective  of 
relating  the  capital  requirements  of  institutions  more  closely  to 
their  risk  exposures. 
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3)     Plaas*  discuss  which  types  of  darivativ*  instrumants 
institutions  undar  your  jurisdiction  ara,  and  ara  not,  paraittad 
to  utilisa  for  diffarant  functions,  including  trading  for 
customar  accounts,  trading  (ravanua)  for  tbair  own  accounts,  and 
hadging  for  their  own  accounts.   Please  indicate  the  relative  use 
of  different  derivative  instruments  by  such  institutions.  In 
addition,  please  indicate  the  relative  use  of  derivatives  by  such 
institutions  for  the  different  functions  mentioned  above. 

Savings  institutions  are  end-users  of  derivatives.   They  do 
not  act  as  dealers  or  traders.   Savings  institutions  that  use 
derivatives  are  expected  to  use  them  to  reduce  risk.   OTS  rules  for 
futures  require  that  institutions  enter  only  interest-rate  related 
contracts,  and  use  futures  only  to  reduce  interest  rate  risk. 
Institutions  are  not  permitted  to  enter  futures  contracts  for 
purposes  other  than  interest  rate  risk  reduction.   Similarly, 
options  contracts  should  be  used  only  to  reduce  interest  rate  risk. 
OTS  does  not  have  specific  regulations  governing  the  use  of  swaps 
by  savings  associations.   However,  the  Regulatory  Handbook;  Thrift 
Activities  directs  that  management  monitor  the  correlation  of  swap 
positions  with  the  assets  and  liabilities  being  hedged. 

Few  savings  institutions  use  derivatives.   As  of  June  30, 
1993,  only  117  of  1822  private  sector  savings  associations  reported 
holdings  of  any  off-balance-sheet  derivatives.   Of  these,  8  2 
institutions  reported  holdings  of  swaps,  43  reported  options,  and 
20  reported  futures  contracts.   Savings  institutions  do  not  trade 
derivatives  for  customer  accounts.   The  vast  majority  of  savings 
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associations  that  use  derivatives  use  them  to  hedge  asset  and 
liability  accounts. 

4)    Please  discuss  the  benefits  that  may  be  realised  from 
utilizing  derivative  instruments,  such  as  using  them  for  risk 
management  and  asset-liability  management  purposes. 

Could  the  development  and  use  oi   derivative  products  by 
savings  and  loans  (8&Ls)  and  others  have  helped  to  prevent  the  8SL 
crisis?  ror  example,  could  the  use  of  interest  rate  svaps  by  StLs 
have  helped  them  to  sufficiently  control  duration  and  interest-rate 
mismatches?   (Especially  mismatches  due  to  long-term  mortgage 
assets  yielding  low  interest  rates  being  combined  with  short-term 
liabilities  commanding  high  interest  rates.) 

Derivative  products  are  used  to  manage  the  risks  associated 
with  changes  in  interest  rates  and  changes  in  the  value  of 
currencies,  equities,  and  commodities.   Within  the  thrift  industry, 
derivatives  are  used  primarily  as  asset-liability  tools  to  manage 
interest  rate  risk.  The  major  benefits  derived  from  the  use  of 
derivatives  in  the  thrift  industry  include: 

1)  Increased  financial  flexibility.   The  introduction  of 
derivatives  has  provided  the  industry  with  additional  tools 
for  managing  interest  rate  risk.   These  tools  enable 
institutions  to  alter  cash  flows  with  mora  precision  and  thus 
allow  institutions  to  modify  risk  exposures  with  greater  ease. 

2)  Lower  cost  of  asset-liability  management.   Asset-liability 
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management  is  the  management  of  risk  exposures  to  meet  the 
risk-return  objectives.   Prior  to  the  introduction  of 
derivatives,  risk-return  tradeoffs  were  managed  primarily  by 
altering  the  mix  of  an  institution's  portfolio  of  asset  and 
liabilities.   For  example,  an  institution  that  wanted  to 
reduce  its  exposure  to  rising  interest  rates  might  have 
lengthened  the  duration  of  its  liabilities  by  replacing 
short-term  borrowings  with  long-term  debt.   Today,  an 
institution  can  effectively  accomplish  the  same  result  at  a 
lower  cost  by  entering  into  an  interest  rate  swap. 

3)  Ability  to  better  serve  needs  of  customers.   The  use  of 
derivatives  has  enabled  savings  associations  to  better  satisfy 
consumer  demands  for  specific  types  of  products,  such  as 
fixed-rate  mortgages,  by  enabling  thrifts  to  better  manage  the 
risk  associated  with  those  products. 

It  is  debatable  whether  the  use  of  derivatives  by  savings  and 
loans  would  have  altered  the  dimensions  of  the  S&L  crisis.   On  the 
one  hand,  had  S&L's  used  financial  derivatives  in  the  late  1970s 
and  early  1980s  to  reduce  their  interest  rate  exposure  (assuming 
for  the  moment  that  derivatives  existed  and  thrifts  had  the 
expertise  to  use  them  properly) ,  there  is  little  doubt  that  they 
would  have  helped  to  prevent  the  s&L  crisis.   On  the  other  hand, 
there  is  no  reason  to  believe  that  S&L's  would  have  used 
derivatives  to  reduce  their  interest  rate  exposure  since  few 
observers  of  financial  markets  anticipated  the  sharp  rise  in 
interest  rates  that  occurred  at  that  time.   Most  of  the  derivatives 
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used  today  to  manage  interest  rate  risk,  such  as  swaps,  interest 
rate  options,  and  many  futures  contracts,  were  not  developed  until 
after  the  rate  shocks  of  the  late  1970s  and  early  1980s. 

5)  a)   What  are  your  primary  regulatory  ecacems  regarding 
derivatives  activities  of  institutions  supervised  by  your  agency? 

As  with  any  other  financial  instrument,  our  primary  concern 
with  derivatives  is  that  they  might  be  used  to  take  imprudent 
risks.   In  addition,  there  is  the  concern  that  derivatives  might  be 
used  improperly  by  employees  who  do  not  have  sufficient  technical 
expertise. 

b)   Do  you  believe  that  any  fundamental  changes  in  the  current 
regulatory  framework  for  institutions  using  financial 
derivatives  is  needed  at  this  time? 

OTS  does  not  believe  that  any  fundamental  changes  in  the 
current  regulatory  framework  are  needed.   OTS  believes,  however, 
that  it  may  be  beneficial  for  regulators  to  encourage  dealers  and 
end-users  of  derivatives  to  comply  voluntarily  with  the 
recommendat: ons  in  The  Group  of  Thirty  Report.   It  may  also  be 
useful  to  conduct  an  interagency  review  of  the  capital  treatment  of 
derivatives  under  the  risk-based  capital  standards  to  determine 
whether  any  changes  to  those  standards  are  needed. 

6)  Is  there  adequate  coordination  between  U.S.  and  foreign 
regulators  to  regulate  risks  associated  with  derivatives?   Does  the 
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BIS  report  of  April  X993  address  all  of  your  sgsney's  eonesras  Ib 
this  arss? 

While  the  Bank  for  International  Settlements  (BIS)  has 
coordinated  discussions  between  U.S.  and  foreign  regulators  on  the 
regulation  of  derivatives,  OTS  has  not  been  a  party  to  those 
discussions  —  even  though  such  discussions  have  potential 
implications  for  the  capital  standards  applicable  to  savings 
associations.   Based  on  the  extensive  work  OTS  has  done  on  interest 
rate  risk,  we  believe  that  we  could  contribute  to  those  discussions 
and  would  welcome  the  opportunity  to  participate. 

7)    Individual  derivative  contracts,  taken  by  themselves,  include 
elements  of  risk.   However,  derivatives,  when  evaluated  as  part  of 
an  institution's  entire  portfolio,  are  often  used  to  offset  and 
reduce  the  overall  risk  exposure  of  an  institution.   How  do  your 
regulatory  actions,  including  capital  and  accounting  standards, 
take  into  account  the  use  of  derivatives  to  reduce  the  overall  risk 
exposure  of  an  institution?   For  the  purpose  of  regulation,  how 
does  your  agency  distinguish  between  derivatives  used  to  hedge  and 
reduce  overall  risk,  such  as  many  over-the-counter  (OTC)  contracts, 
an£  derivatives  used  for  trading  and  oth«>r  purposes,  such  as  many 
exchange-traded  contracts? 

With  respect  to  derivatives,  or  any  other  financial 
instrument,  OTS  believes  that  the  "risk"  that  one  needs  to  be 
concerned  about  is  not  the  risk  of  a  particular  instrument  on  a 
"stand-alone  basis,"  but  rather  the  risk  of  an  institution's  entire 
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portfolio  of  assets,  liabilities,  and  off-balance-sheet 
instrunents.   This  "portfolio  approach"  to  risk  analysis  is  widely 
accepted  throughout  the  financial  community  and  is  embedded  in  the 
OTS  approach  to  interest  rate  risk  analysis.   OTS  has  for  several 
years  supervised  interest  rate  risk  on  such  a  total  portfolio  basis 
and  has  recently  revised  its  risk-based  capital  requirements  to 
incorporate  a  total  portfolio-based  interest  rate  risk  component 
into  the  risk-based  capital  framework.   As  a  result  of  that 
revision,  the  amount  of  capital  that  an  institution  must  hold  for 
interest  rate  risk  is  based  on  the  overall  interest  rate  risk 
exposure  of  the  institution. 

Derivatives  that  are  used  to  hedge  and  that  meet  GAAP 
requirements  for  hedge  accounting  are  given  hedge  accounting 
treatment.   Gains  and  losses  on  the  hedge  are  deferred  by  adjusting 
the  carrying  value  of  the  hedged  item.   Derivatives  that  do  not 
meet  those  requirements  do  not  receive  hedge  accounting.   Exchange 
traded  contracts  are  used  for  hedging  by  the  thrift  industry,  as 
are  over-the-counter  contracts.   In  fact,  thrifts  may  enter 
exchange  traded  futures  contracts  only  to  reduce  interest  rate 
risk. 

8)    Recently  published  reports  on  derivatives  activities,  such  as 
the  July  1993  Group  of  Thirty  report  entitled  Derivatives; 
Practices  ««d  Principles  and  the  May  1993  Institute  of 
Zntamational  Finance,  Xnc.  1117)    report  entitled  Xn  integrated 
Racmlatorv  Approach  to  Derivatives  Activities  straaa  the  importance 
of  internal  controls  over  regulation  in  many  areas.   However,  the 
Group  of  Thirty  report  has  been  criticized  by  some  for  relying  too 
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baavily  oa  industry  ■•If-rs^ulatioa. 

•)    Rsgardia?  banks,  ths  XIT   rsport  statss,  for  sxaapla,  that 
banks  ttiCT»»lv«  should  davalop  trading  and  credit  polieias  that 
sat  thair  ova  risk  lialts.  Do  you  think  that  such  Baziaua  risk 
limits  should  bo  sat  by  institutions  or  by  ragulators? 

As  a  general  rule,  risk  Units  should  be  set  by  the 
institutions,  not  by  regulators.   OTS  formalized  this  philosophy  in 
1989  with  the  issuance  of  Thrift  Bulletin  13.   It  is  the 
responsibility  of  regulators  to  review  those  limits  to  determine 
their  appropriateness.   If  the  self-imposed  risk  limits  are  too 
loose,  regulators  should  insist  that  they  be  tightened.   If  the 
limits  are  not  being  observed,  regulators  should  take  corrective 
action. 

b)   la  geaeral,  to  what  esteat,  aad  ia  what  areas,  do  you 
thiak  regulators  should  rely  oa  iaternal  controls  versus  regulatory 
reguireoeats? 

The  responsibility  for  the  safe  and  sound  operation  of  a 
financial  institution  rests  primarily  with  its  management  and  board 
of  directors.   It  is  the  responsibility  of  regulators  to  evaluate 
management,  to  ensure  that  management  is  operating  the  institution 
in  a  safe  and  sound  manner,  and  to  insist  that  corrective  action  be 
taken  when  needed. 

OTS  believes  that  the  management  and  board  of  directors  of  an 
institution  should  estaU3lish  internal  controls  that  cover  all  major 
areas  of  financial  and  operational  risk.   Regulators  should 
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evaluate  the  effectiveness  of  such  controls  through  the  exaaination 
process.   In  general,  regulatory  requirements  should  not  be  imposed 
on  financial  institutions  unless  it  can  be  demonstrated  that  such 
regulatory  requirements  are  necessary  to  protect  the  public 
interest. 

When  OTS  examiners  determine  that  an  institution's  internal 
controls  are  deficient,  they  take  steps  to  ensure  that  corrective 
action  is  taken. 

c)    Do  you  feel  that  any  of  the  "Recommendations  for  Dealers 
and  End-Osers"  contained  In  the  Qroup  of  Thirty  report 
(Recommendations  1-20)  should  be  formally  mandated  by  regulation? 
Please  comment  on  the  different  issues  addressed  in  the 
recommendations  with  specificity. 

OTS  generally  agrees  with  the  recommendations  but  does  not 
believe  that  they  should  be  implemented  by  regulation.   Savings 
institutions  are  end-users  of  derivatives,  not  dealers. 
Recommendations  2  through  8  apply  to  dealers  and  are  not  addressed 
separately.   OTS  concurs  with  recommendations  13  through  15  but  has 
no  additional  comment  on  them. 

Recommendation  1:   The  Role  of  Senior  Management 

Dealers  and  end-users  should  use  derivatives  in  a  manner 
consistent  with  the  overall  risk  management  and  capital  policies 
approved  by  their  boards  of  directors.   These  polioies  should  be 
reviewed  as  business  and  market  circumstances  change.   Policies 
governing  derivatives  use  should  be  clearly  defined,  including 
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th«  purposes  for  which  thssa  transactions  ar«  to  b«  undartakan. 
Sanior  managanant  should  approva  proeaduras  and  controls  to 
implamant  thasa  policias,  and  managoiant  at  all  lavals  should 
anforca  tham. 

OTS  Position:  OTS  concurs  in  this  reconunendation  but  does  not 
believe  it  is  necessary  to  implement  the  recommendation  by  adding 
new  regulations.   Existing  OTS  policies  require  that  senior 
management  and  the  board  of  directors  follow  safe  and  sound 
management  procedures.   Thrift  Bulletin  13  (included  in  the 
Supplementary  Material)  outlines  the  internal  policy,  practices, 
and  procedures  that  institutions  should  use  to  comply  with 
regulations  on  interest  rate  risk. 


Recommendation  9:   Practices  by  Bnd-Dsers 

As  appropriate  to  the  nature,  size,  and  complexity  of  their 
derivatives  activities,  end-users  should  adopt  the  same  valuation 
and  market  risk  management  practices  that  are  recommended  for 
dealers,   specifically,  they  should  consider:   regularly  marking  to 
market  their  derivatives  transactions  for  risk  management  purposes; 
periodically  foracasving  the  cash  investing  and  funding 
requirements  arising  from  their  derivatives  transactions;  and 
establishing  a  clearly  independent  and  authoritative  function  to 
design  and  assure  adherence  to  prudent  risk  limits. 

OTS  Position:  OTS  concurs  in  this  recommendation  but  does  not 
believe  it  is  necessary  to  implement  the  recommendation  through 
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additional  regulation.   Thrift  Bulletin  13  advises  savings 
association  to  estimate  the  market  value  of  their  entire  asset  and 
liability  portfolio  each  quarter  as  a  means  of  measuring  Interest 
rate  risk  exposure  and  to  set  appropriate  exposure  limits.  In 
addition,  the  OTS  interest  rate  risk  model  estimates  the  market 
value  of  derivatives  of  savings  associations  that  file  Schedule  CMR 
with  OTS.   The  results  of  the  OTS  model  are  also  distributed  to 
savings  associations.   The  model  estimates  provide  OTS  examiners 
and  supervisors  with  a  means  to  assess  the  reasonableness  of  the 
assumptions  used  by  savings  associations  in  valuing  their 
derivatives. 

Recommendation  lOt   Measuring  Credit  Bxposure 

Dealers  and  end-users  should  measure  credit  exposure  on 
derivatives  in  two  wayst 

•    Current  exposure,  which  is  the  replacement  cost  of 

derivatives  transaotions ,  that  is,  their  market  value. 

e    Potential  exposure,  which  is  an  estimate  of  the  future 

replacement  cost  of  derivatives  transaotions.   Zt  should 
be  calculated  using  probability  analysis  based  upon  broad 
confidence  intervals  (e.g.,  two  standard  deviations)  over 
the  remaining  terms  of  the  transaotions. 

OTS  Position:  OTS  agrees  that  both  current  exposure  and  potential 
exposure  are  important  components  of  the  actual  market  exposure  of 
derivatives.   OTS  calculates  the  credit-risk  component  of  the 

14 


255 


capital  requirement  using  measures  of  both  current  and  potential 
exposure.   OTS  estimates  potential  exposure  to  IRR  or  potential 
reduction  in  exposure  to  IRR  from  derivatives  positions  with  the  ,. 
OTS  model. 

ReeomaendatioB  lit   Aggregating  Credit  Exposures 

Credit  exposures  en  derivatives,  and  all  other  credit 
exposures  to  a  counterparty,  should  be  aggregated  taking  into 
consideration  enforceable  netting  arrangements.   Credit  exposures 
should  be  calculated  regularly  and  compared  to  credit  limits. 

OTS  Positions  OTS  concurs  in  this  recommendation.   OTS's 
loans-to-one-borrower  rule  establishes  a  maximum  credit  exposure 
limit  to  one  counterparty. 

Recommendation  12:   independent  Credit  Risk  Management 

Dealers  and  end-users  should  have  a  credit  risk  management 
function  with  clear  independence  and  authority,  and  with  analytical 
capabilities  in  derivatives,  responsible  for: 

e  Approving  credit  exposure  measurement  standards. 

e  Setting  credit  limits  and  monitoring  their  use. 

e  Reviewing  credits  and  concentrations  of  credit  risk. 

e  Reviewing  and  monitoring  risk  reduction  arrangements. 

OTS  Position:  OTS  concurs  in  this  recommendation  but  does  not 
believe  that  it  is  necessary  to  implement  the  recommendation 
through  regulation.   OTS  policy  directs  thrifts  to  maintain  the 
internal  controls  and  expertise  needed  to  follow  this 
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recoanendat ion . 

Raeomaandatlea  16 t  Prof«ssional  Bzp«rtia« 

D«al«rs  and  •nd-us«rs  Bust  •nsur*  that  thair  darivativaa 
aetivitia*  ara  undartakaa  by  profaaaioaala  in  auffioiaat  auabar  and 
with  tha  appropriate  aspariaaca,  akill  lavala,  aad  dagraaa  of 
apaeialisatioa.   Thaaa  profaaaioaala  iacluda  apaoialiata  who 
traaaact  aad  aaaaga  tha  riaka  iavolvad,  thair  auparviaora,  aad 
thoaa  raapoaaibla  for  procaaaia?,  raportiag,  eoatrolliag,  aad 
auditiag  tha  activitiaa. 

0T8  Poaitioai  OTS  concurs  in  this  recommendation.  As  a  matter  of 
sound  policy,  institutions  should  not  use  derivatives,  or  any  other 
financial  products,  unless  they  understand  the  products  and  have 
the  expertise  needed  to  manage  the  risks  associated  with  their  use. 
The  depth  of  expertise  needed  by  an  institution  will  depend  on  the 
scope  of  its  derivatives  activities  and  their  complexity.   OTS  does 
not  believe  that  it  is  necessary  to  implement  this  recommendation 
by  regulation. 

Recomaeadatioa  17:   Systems 

Dealers  aad  ead^users  must  ensure  that  adequnte  systamj  for 
data  capture,  procasaiag,  sattlemeat,  aad  maaagament  reportiag  are 
ia  place  so  that  derivatives  traasaetioas  are  ooaducted  ia  aa 
orderly  aad  effioieat  maaaer  ia  compliaace  with  maaagemeat 
policies.   Dealers  ahould  have  risk  maaagemeat  systems  that  measure 
the  risks  iacurred  ia  their  derivatives  aotivitiaa  iacludiag  market 
aad  credit  riaka.   Bad-users  should  have  risk  maaagemeat  systems 
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that  B«asur«  tha  risks  incurrad  in  thair  darivatlvas  activitias 
basad  upon  tbair  aatura,  siza,  and  eoaplaxity. 

0T8  Position:  OTS  concurs  in  this  recommendation  and  believes  that 
adequate  systems  are  a  basic  requirement  of  good  management.  The 
availability  of  data  from  such  systems  would  enable  examiners  to 
better  assess  the  risk  exposures  of  the  institutions  they  examine. 
OTS  policy  directs  institutions  to  maintain  risk  management  systems 
and  controls  for  derivatives.   OTS  does  not  believe  that  it  is 
necessary  to  implement  this  recommendation  by  regulation. 

Recooaandation  18 t   Authority 

Management  of  dealers  and  and-usars  should  designate  who  is 
authorized  to  commit  their  institutions  to  derivatives 
transactions. 

OTS  Position:  OTS  concurs  in  this  recommendation.   As  with  any 
other  financial  transaction,  management  should  designate  who  is 
authorized  to  conduct  derivatives  transactions.   OTS  policy,  for 
example  in  TB-13,  directs  that  specific  individuals  be  authorized 
to  conduct  derivatives  transactions,  and  that  the  transactions  be 
monitored.   OTS  regulations  for  futures  and  options  require  the 
board  of  directors  to  authorize  any  trading  in  those  derivatives 
and  to  establish  internal  controls  on  the  use  of  those  derivatives. 
OTS  does  not  believe  that  it  is  necessary  to  implement  the 
recommendation  by  regulation. 

Recommendation  19:  Accounting  Practices 
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Znt*rnatlonal  harBonlzmtloa  of  accounting  standards  for 
dsrivatlvas  is  dssirabls.   Psndlng  ths  adoption  of  bamonisad 
standards,  tha  following  accounting  practices  ara  racommandad: 

•  Daalers  should  account  for  darivativas  transactions  by 
marking  them  to  markat,  taking  changes  in  valua  to  incoma 
•aeh  pariod. 

•  Bnd-usars  should  accotint  for  darivativas  usad  to  managa 
risks  so  as  to  achiavo  a  consistancy  of  incoma 
racognition  treatment  between  those  instruments  and  the 
risks  being  managed.   Thus,  if  the  risk  being  managed  is 
accounted  for  at  cost  (or,  in  the  ease  of  an  anticipatory 
hedge,  not  yet  recognized) ,  changes  in  the  value  of  a 
qualifying  risk  management  instrument  should  be  deferred 
until  a  gain  or  loss  is  recognized  on  the  risk  being 
managed,   or,  if  the  risk  being  managed  is  marked  to 
market  with  changes  in  value  being  taken  to  income,  a 
qualifying  risk  management  instrxuent  should  be  treated 
in  a  comparable  fashion. 

e   End-users  should  account  for  derivatives  not  qualifying 
for  risk  manarameat  treatment  on  a  mark-to-market  basis. 

e   Amounts  due  to  and  from  counterparties  should  only  be 
offset  when  these  is  a  legal  right  to  set  off  or  when 
enforceable  netting  arrangements  ara  in  place. 
Where  local  regulations  prevent  adoption  of  these 
practices,  disclosure  along  these  lines  is  nevertheless 
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r«eoBB*nd«d . 

0T8  Position I   OTS  concurs  in  this  recommendation  but  does  not 
believe  the  recommendation  should  be  implemented  by  regulation. 
The  recommendation  is  consistent  with  existing  GAAP  required  by 
OTS.  GAAP  policy  in  the  area  is  summarized  below. 

Swaps 

Accrued  settlement  amounts  resulting  from  interest-rate  swaps 
that  are  used  to  hedge  deposit  liabilities  increase  or 
decrease  interest  expense.   Gains  and  losses  on  terminated 
swaps  are  deferred  and  amortized  over  the  remaining 
contractual  term  of  the  terminated  swap.   Swaps  that  are  not 
used  for  hedging  purposes  are  marked-to-market. 

Futures 

OTS  requires  that  futures  contracts  be  accounted  for  in 
accordance  with  SFAS  80.   When  hedging  criteria  are  satisfied, 
the  accounting  for  the  futures  contract  is  related  to  the 
accounting  for  the  hedged  item.   Changes  in  the  market  value 
of  the  futures  contract  are  recognized  in  income  when  the 
effects  of  related  changes  in  the  price  or  interest  rate  of 
the  hedged  item  are  recognized.   Such  reporting  results  in 
deferred  gains  or  losses.   When  hedging  criteria  are  not 
satisfied,  futures  contracts  are  marked-to-market. 

Options 

Purchased  options  that  are  matched  with  balance  sheet  items 
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are  stibject  to  hedge  accounting  treatment.   If  the  option  is 
"out-of-the-money"  when  purchased  (for  example,  the  strike 
price  of  a  put  is  less  than  the  current  market  price  of  the 
underlying  instrument) ,  the  fee  paid  is  recorded  as  an  asset 
and  amortized  over  the  option  period.   When  the  option  is 
"in-the-money,"  the  portion  of  the  fee  paid  equal  to  the 
difference  between  market  and  the  strike  price  (the  "intrinsic 
value")  is  deferred  until  the  option  is  exercised.   When  the 
option  is  exercised,  any  gain  or  loss  adjusts  the  basis  of  the 
matched  item  and  is  amortized  over  the  life  of  the  matched 
item.   Unmatched  purchased  options  are  marked-to-market. 

Written  put  options  do  not  qualify  for  hedge  accounting. 
The  premium  received  from  the  sale  of  a  put  is  placed  on  the 
balance  sheet  as  cash  and  deferred  income  and  the  put  is 
marked-to-market.   Gains  euid  losses  on  open  positions  are 
recorded  as  assets  and  liabilities,  respectively.   Gains 
increase  earnings  and  losses  decrease  earnings. 

A  %nritten  call  option  does  not  qualify  for  hedge 
accounting.   The  entire  option  commitment  fee  received  is 
deferred.   There  is  no  effect  on  earnings  until  the  resulting 
gains  and  losses  are  recognized  upon  termination  of  the  option 
position. 

Recommendation  20 t   Diselosuraa 

Financial  statements  of  dealers  and  end-usera  should  contain 
sufficient  information  about  their  use  of  derivatives  to  provide  an 
understanding  of  the  purposes  for  which  transactions  are 
undertaken,  the  extent  of  the  transactions,  the  degree  of  risk 

20 


261 

involved,  and  how  th«  transactions  liav«  been  accounted  for. 
Pending  tb«  adoption  of  harmonizad  accounting  standards,  tb« 
following  disclosures  are  recommended. 

e   Information  about  management's  attitude  to  financial 
risks,  bow  instruments  are  used,  and  bow  risks  are 
monitored  and  controlled. 

e   Accounting  policies. 

e   Analysis  of  positions  at  tbe  balance  sheet  date. 

e   Analysis  of  the  credit  risk  inherent  in  those  positions. 

e   For  dealers  only,  additional  information  about  tbe  extent 
of  their  activities  in  financial  instruments. 

OTS  Position:   Annual  financial  statements  typically  disclose 
accounting  policies  and  an  analysis  of  any  material  positions  in 
derivatives  at  the  balance  sheet  date.   Management  discussion  and 
analysis  in  Securities  Act  filings  typically  contain  information 
about  the  risk  profile  or  the  institution  and  how  management  usis 
derivative  instruments  to  control  risk. 

9)    Please  comment  on  tbe  four  "Recommendations  for  Legislators, 
Regulators,  and  Supervisors"  contained  in  tbe  July  1993  Qroup  of 
Thirty  report  (Recommendations  21-2  4)  as  they  are  relevant  to  your 
agency.   Please  comment  on  each  recommendation  separately. 
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Recommendations  21-24  contained  in  the  Group  of  Thirty  report 
are  listed  below  along  with  OTS's  position  on  each. 

Recofflnendation  21:   Recognising  Vetting 

Regulators  and  supervisors  should  recognise  the  benefit  of 
netting  arrangements  where  and  to  the  full  extent  that  they  are 
enforceable,  and  encourage  their  use  by  reflecting  these 
arrangements  in  capital  adequacy  standards.   Specifically,  they 
should  promptly  implement  the  recognition  of  the  effectiveness  of 
bilateral  close-out  netting  in  bank  capital  regulations. 

OTS  Position:   The  Office  of  Thrift  Supervision  generally  concurs 
with  this  recommendation.   The  other  banking  agencies  have 
undertaken  a  rulemaking  to  recognize  bilateral  netting  arrangements 
within  the  risk-based  capital  framework.   OTS  is  considering 
joining  this  rulemaking.   Such  netting  by  novation  or  other  legally 
binding  form  under  written  contract  must  result  in  the  institution 
having  a  claim  or  obligation  to  pay,  respectively,  only  the  net 
value  of  the  sun  of  unrealized  gains  and  losses  on  included 
transactions  in  the  event  of  the  counterparty's  default, 
bankruptcy,  or  liquidation. 

Recommendation  22:   Legal  and  Regulatory  Oneartainties 

Legislators,  regulators,  and  supervisors,  including  central 
banks,  should  work  in  concert  with  dealers  and  end-users  to 
identify  and  remove  any  remaining  legal  and  regulatory 
uncertainties  with  respect  to: 
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•     Tha  foza  of  documantatioB  raquirad  to  croat*  logally 
•Bforeoablo  agroamants  (statuta  of  frauds) . 

a     Tha  eapacity  of  partiaa,  such  as  govaraaantal  antitias, 
insuranoa  compaaias,  pansion  funds,  and  building 
sociatias,  to  antar  into  transactions  (ultra  viras) . 

a     Tba  anforeaability  of  bilataral  elosa-out  natting  and 
eollataral  arrangamants  in  bankruptcy. 

a     Tba  anforeaability  of  multibrancb  natting  arrangamants 
in  bankruptcy. 

a     Tba  lagality/anforeaability  of  darlvativas  transactions. 

OTS  Position:   OTS  concurs  in  this  recommendation  and  is  willing  to 
work  with  others  to  identify  and  remove  legal  and  supervisory 
uncertainties . 

Racommandatlon  23 i   Tax  Treatment 

Legislators  and  tax  authoritiat.  are  encouraged  to  review  and,- 
where  appropriate,  amend  tax  laws  and  regulations  that  disadvantage 
the  use  of  derivatives  in  risk  management  strategies.   Tax 
impediments  include  tha  inconsistent  or  uncertain  tax  treatment  of 
gains  and  losses  on  tba  derivatives,  in  comparison  with  tha  gains 
and  losses  that  arise  from  the  risks  being  managed. 
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OT8  Pesitieat  OTS  agrees  with  this  reconaendation. 

RseoBBsadation  24 t  Xoeouating  Staadards 

AoeeuBtiag  staadards-sstting  bodies  la  eaoh  eouatry  should,  as 
a  aatter  of  priority,  provide  oompreheaslve  guidaace  oa  accouatiag 
aad  reportiag  of  traasactloas  la  flaaaelal  lastrumeats,  laeludiag 
derivatives,  aad  should  vork  towards  lateraatloaal  harmoaizatioa  of 
staadards  oa  this  subject.   Also,  the  lateraatloaal  Accouatiag 
Staadards  Committee  should  fiaallse  its  aceouatlag  staadard  oa 
Flaaaelal  Zastrumeats. 

OTS  Positioai   OTS  concurs  in  this  recommendation.   This  must  be 
accomplished  by  the  Financial  Accounting  Standards  Board  (FASB) 
rather  than  by  regulation.  An  objective  of  FASB's  project  on 
financial  instruments  is  to  establish  accounting  guidance  for 
derivative  financial  instruments.   The  FASB  also  works  with  the 
International  Accounting  Standards  Committee  to  foster 
international  harmonization  of  standards. 

10)   If  the  July  1993  Group  of  Thirty  "Recommeadations  for  Dealers 
and  Bad  Osers"  (Recomaendatioas  1-20)  are  aot  implemented  by 
regulatioa,  are  there  adequate  mechanisms  la  place  to  ensure  th-\t 
such  reeommeadatioas  will  be  self-implemented?  Coneera  has  arisen 
regarding  whether  or  aot  one  caa  depead  solely  oa  the  forces  of 
managerial  responsibility  and  market  dlscipllae  as  sufficient 
incentives  to  motivate  firms  to  incur  the  implementation  costs  of 
the  recommendations.   Does  your  agency  believe  that  mechanisms, 
such  as  periodic  surveys  of  industry  practice,  a  timetable  for 
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implamantmtlon,  or  a  aenltor  of  such  aotioBS  ar«  warranted? 

Many  of  the  reconunendations  of  the  Group  of  Thirty  are  already 
part  of  OTS  policy  and  regulations.  While  it  is  not  clear  that 
additional  regulation  in  this  area  is  needed,  OTS  believes  that 
there  may  be  some  benefit  to  encouraging  institutions  to 
self-implement  the  recommendations.   Such  self-implementation  could 
be  encouraged  through  the  examination  process. 

11)  Please  commeBt  on  whether  institutions  should  be  required  to 
establish  separately-capitalized  subsidiaries  to  conduct 
derivatives  activities. 

Savings  associations  are  involved  with  derivatives  as 
end-users  rather  than  as  dealers.   There  does  not  appear  to  be  any 
reason  to  require  end-users  to  conduct  derivatives  transactions  in 
separately-capitalized  subsidiaries,  as  such  a  practice  would  make 
it  impossible  to  use  derivatives  to  hedge  the  risks  of  a  particular 
subsidiary.  There  may  be  some  merit  to  requiring  depository 
institutions  that  are  dealers  in  derivative  products  to  conduct 
such  activities  in  separately-capitalized  subsidiaries. 

12)  Do  you  believe  the  netting  provisions  contained  in  the 
Bankruptcy  Coda,  rXRItEA,  and  FDZCXA  should  be  conformed  to  a  single 
standard?  Do  the  netting  provisions  in  these  statutes  adequately 
cover  all  situations?  Zf  not,  what  situations  do  and  don't  they 
cover? 

Currently,  OTS  recognizes  only  netting  by  novation.   OTS  is 
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participating  in  an  interagency  rulemaking  to  recognize  bilateral 
netting  resulting  in  a  single  enforceable  legal  obligation  in 
calculating  institutions'  risk-based  capital  ratios.   Netting  by 
novation  or  other  legally  binding  fom  under  written  contract  must 
result  in  the  institution  having  a  claim  or  obligation  to  pay, 
respectively,  only  the  net  value  of  the  sum  of  realized  gains  and 
losses  on  included  transactions  in  the  event  of  the  counterparty's 
default,  bankruptcy,  or  liquidation. 

OTS  generally  believes  that  depository  institutions  should  be 
able  to  rely  on  a  single  netting  standard  that  controls  their 
netting  of  derivative  contracts  with  counterparties  under  the 
banking  laws  and  governs  the  netting  of  claims  on,  or  obligations 
to,  counterparties  under  the  Bankruptcy  Code.   The  banking  agencies 
should  conduct  a  study  to  identify  the  disparities  between  the 
federal  banking  laws  and  the  Bankruptcy  Code,  as  well  as  whether 
those  differences  are  appropriate.   The  agencies  also  should 
determine  what  remedial  action  by  the  banking  agencies  is  feasible 
and  appropriate. 

13)   Recommendations  contained  in  the  July  1993  Oroup  of  Thirty 
Report  (RecommendatioB  20)  and  elsewhere  state  that  until 
harmonized  accounting  and  disclosuza  standards  are  set«  certain 
disclosures  should  be  made  by  dealers  and  ead-usars.  Although  a 
disclosure  regarding  credit  risk  is  recommended,  a  similar 
disclosure  for  market  risk  is  not  mentioned.   Should  a  summary 
measure  of  market-risk  exposure  be  disclosed?  If  so,  what  form 
should  such  a  measure  take? 
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OTS  concurs  in  this  r«comD«ndation  but  do«s  not  b«li«v«  th« 
recomnendatlon  should  b«  Inplsasntsd  by  additional  rsgulation. 
Managenent  discussion  and  analysis  in  Securities  Act  filings 
typically  contain  information  regarding  interest  rate  risk 
associated  with  derivatives  held  by  the  institution. 

14)   Please  eoament  en  the  aetlea  of  establishlag  a  oleariaghouse 
offset  aeebaaisa  for  swaps  traasactioas .   How  would  a  oleariaghouse 
offset  separately  affeot  dealers  aad  ead-usera?  Would  either 
beaefit  sore  thaa  the  ether? 

Swaps  involve  counterparty  performance  risk.   Measuring  and 
constantly  evaluating  counterparty  credit  risk  is  difficult  and 
costly.   As  a  result,  a  variety  of  mechanisms  have  evolved  to  lower 
these  costs.  Including  dealers,  credit  rating  systems,  and 
collateral  requirements.   A  clearinghouse  is  another  means  to 
mitigate  counterparty  risk. 

Clearinghouses  mitigate  counterparty  risk  by  providing  a  means 
of  netting  out  a  defaulting  party's  open  positions.   Such  netting 
can  require  calculating  mark-to-market  values  across  a  broad 
spectrum  of  products.   This  in  turn  requires  accurate  prices,  which 
are  costly  to  ascertain  unless  identical  products  are  constantly 
trading.   Daily  margin  calls  lower  potential  losses  from  default. 
If  a  default  occurs,  all  open  positions  held  by  the  party  in 
default  are  netted  by  the  clearinghouse  into  a  single  position. 
Any  loss  remaining  after  the  netting  is  covered  by  the  members  of 
the  clearinghouse  as  joint  and  several  obligations. 

Initially,  swaps  were  customized  exchanges  of  interest  payr. . 
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streams  between  two  parties.   Swaps  lacked  publicly  available 
prices  and  were  difficult  to  liquidate.  Baking  a  clearinghouse  an 
inefficient  mechanisn  for  netting  and  clearing  transactions. 
However,  "plain  vanilla"  swaps  have  becone  much  more  common  and  the 
swap  market  now  has  considerable  depth.   As  a  result,  some  types  of 
swaps  have  observable  prices  that  are  constantly  updated.   These 
types  of  swaps  could  be  run  through  a  clearinghouse  mechanism. 
However,  there  is  still  a  large  segment  of  the  swap  market  for 
which  a  clearinghouse  would  be  an  inefficient  solution. 

In  a  clearinghouse  mechanism,  all  participants  share  in  the 
costs  of  defaults  by  individual  parties.   Thus,  the  market 
participants  with  lower  credit  ratings  would  benefit  by  a 
clearinghouse  mechanism^  at  the  expense  of  those  with  better  credit 
ratings.   However,  a  clearinghouse  may  lower  overall  costs 
sufficiently  so  that  all  participants  benefit  by  extension  of  the 
market. 

Swaps  are  currently  exempt  from  futures  regulation.   One 
condition  for  the  exemption  is  that  such  transactions  not  be 
settled  through  a  clearinghouse.   Establishing  a  clearinghouse 
mechanism  would  make  swaps  subject  to  futures  regulation. 

In  late  1991,  the  Chicago  Board  of  Trade  began  trading  swap 
futures.   These  contracts  were  standardized  "plain  vanilla"  i5-year 
swaps  and  had  the  additional  counterparty  default  protection  of  a 
clearinghouse.   They  stopped  trading  about  six  months  later  because 
of  low  volume. 

IS)   Are  there  adequate  mechanisms  currently  in  place  to  protect 
unsophisticated  end-users  of  derivative  products?   If  not,  what 
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arc  your  raeommandatloas? 

The  savings  institutions  supervised  by  OTS  that  use  derivative 
products  are  required  to  develop  and  maintain  expertise  and 
internal  controls  when  using  derivatives.   In  addition,  all 
institutions  are  required  to  maintain  an  awareness  of  their 
interest  rate  risk  and  to  set  limits  on  the  risk  that  they  are 
willing  to  accept.  OTS  examiners  review  the  monitoring  and 
internal  controls  of  thrifts  to  ensure  that  the  derivatives  are 
being  used  prudently.   Also,  institutions  having  positions  that 
increase  their  interest  rate  risk  above  a  specified  threshold  are 
required  to  hold  additional  capital  against  that  risk. 

16)   What  kind  of  stress  test  simulations  do  you  recommend  to 
account  for  the  different  types  of  risk  which  arise  as  a  result  of 
financial  derivatives  activity? 

In  January  1989,  OTS  issued  Thrift  Bulletin  13  which  outlines 
the  responsibilities  of  boards  of  directors  and  managements  of 
savings  associations  with  respect  to  interest  rate  risk.   That 
bulletin  requires  savings  associations  with  over  $500  million  in 
assets  to  subject  their  balance  s^ieets  to  stress  tests  that  include 
parallel  shifts  in  the  term  structure  of  interest  rates  of  plus  and 
minus  100,  200,  300,  and  400  basis  points.   The  tests  are  to  be 
conducted  each  quarter.   In  addition,  OTS  recommends  that 
institutions  subject  their  portfolios  to  non-parallel  interest  rate 
shocks.   Stress  test  simulations  are  included  in  the  OTS  IRR  model 
and  are  conducted  each  quarter  as  part  of  OTS'  ongoing  effort  to 
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monitor  th«  interest  rate  risk  exposure  of  the  industry. 

17)  Please  eoBaeat  oa  your  agency 's  view  of  the  proper  use  aad 
level  of  collateral  in  derivatives  transactions. 

Collateral  requirements  are  used  to  guarantee  performance  on  a 
contract.   Collateral  is  important  when  there  is  some  chance  that  a 
counterparty  may  default  on  a  contract.   Savings  associations  are 
required  to  restrict  their  choice  of  counterparties  to  banks  and 
well-capitalized  nonbank  counterparties.   If  a  savings  institution 
believes  that  there  is  a  significant  chance  that  a  counterparty  may 
not  perform  on  a  derivative  contract,  the  institution  should 
request  collateral  from  the  counterparty  to  guarantee  performance. 

While  collateral  or  a  third  party  performance  guarantee  may 
sometimes  be  desirable  to  ensure  performance  on  a  derivative 
contract,  excessive  collateral  requirements  might  discourage  the 
use  of  derivatives  for  risk  reduction  purposes.  Moreover, 
mandatory  collateral  requirements  could  reduce  liquidity  in  the 
derivatives  markets  and  raise  the  cost  of  risk  management. 

18)  When  assessing  a  counterparty  for  credit  risk,  hov  much 
relative  eaphasis  should  be  placed  upon  factors  such  as  capital, 
disclosure  and  credit  rating?  For  example,  should  a  credit  rating 
be  a  prosy  for  capital? 

An  analyst  who  is  reviewing  the  financial  condition  of  a 
dealer  for  purposes  of  assessing  counterparty  risk  will  want  to 
make  certain  tests  and  apply  certain  standards  to  be  able  to  ran>: 
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classify,  and  judge  the  merits  of  doing  business  with  that  dealer 
by  comparing  its  financial  strength  to  that  of  other  dealers.   The 
analyst  is  likely  to  place  considerable  emphasis  on  comparative 
financial  ratio  analysis,  a  process  whereby  an  array  of  financial 
ratios  are  used  to  compare  the  financial  condition  and  performance 
of  the  dealer  with  the  condition  and  performance  of  other  dealers 
in  its  peer  group. 

An  analysis  of  the  dealer's  capital  position  would  be  one 
element  in  an  overall  analysis  that  would  also  include  an  analysis 
of  the  dealer's  earnings,  profitability,  liquidity,  and  debt 
capacity.   Generally,  analysts  will  use  credit  ratings  only  as  a 
screening  tool  and  not  as  a  substitute  for  in-depth  analysis.   For 
example,  an  analyst  might  decide  to  do  business  only  with  dealers 
that  have  at  least  a  double-A  rating.   Another  factor  analysts 
should  consider  is  the  regulated  nature  of  the  entity  (for  example, 
a  registered  broker/dealer  member  of  an  exchange  subject  to  SEC 
standards,  versus  an  unregulated  entity).   In  all  cases,  the 
analyst  should  be  comfortable  with  the  accuracy  and  level  of 
financial  information  disclosed  by  the  dealer. 

19)   Are  executive  decisions  regarding  derivatives,  on  average, 
concentrated  in  too  few  individuals  in  each  institution  to  catch 
problaffls  in  a  tiaely  Banner?  Should  the  decision  making  process, 
where  derivatives  are  involved,  be  decentralized  to  enhance 
internal  controls? 

The  OTS  does  not  believe  that  it  is  the  purview  of  regulators 
to  determine  for  an  association  how  many  individuals  should  be 
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involved  in  decision  making  activities  or  how  centralized  or 
decentralized  operations  should  be.  As  part  of  the  OTS  on-site 
examination  effort,  examiners  evaluate  the  quality  and  competence 
of  management  and  assess  their  understanding  of  the  institution's 
interest  rate  risk  exposure  as  well  as  their  understanding  of 
derivative  products  and  derivatives  strategies.  In  evaluating  the 
quality  and  competence  of  management,  examiners  assess:  1)  whether 
management  adopts  and  enforces  sound  policies  governing  the  use  of 
derivatives;  2)  how  well  personnel  understand  the  risk 
characteristics  of  the  derivatives  in  use;  and  3)  the  adequacy  and 
effectiveness  of  internal  controls  for  limiting  the  risks 
associated  with  derivatives,  including  controls  designed  to  prevent 
unauthorized  transactions. 

20)   Do  eoapensation  policies  currently  in  place  adequately 
discourage  undue  riak-taklng?  ror  exanple,  if  employees  benefit 
financially  froa  risk-taking  in  a  direct  manner,  how  is  such 
risk-taking  controlled? 

OTS  regulation  of  compensation  contracts  discourages  undue 
risk-taking  by  requiring  prior  approval  of  all  employment  contracts 
for  institutions  that  pos^  ^safety  and  soundness  concerns.   As  ? 
general  rule,  the  OTS  will  defer  to  the  savings  association's  board 
of  directors  concerning  executive  compensation  arrangements, 
provided  that:   1)  the  savings  association  is  not  a  problem 
association  (i.e.,  the  association  is  in  compliance  with  minimum 
capital  requirements  and  has  not  otherwise  been  designated  a 
problem  association),  and  2)  compensation  arrangements  do  not 
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present  safety  and  soundness  concerns.  All  problem  Institutions 
are  required  to  subnit  employnent  contracts  for  senior  executive 
officers  and  directors  to  OTS  for  review.  OTS  nay  extend  this 
requirement  to  other  employees  as  well,  when  appropriate. 

21)  What  is  the  level  of  systeaic  risk  resulting  froa  derivatives 
activities?  Do  you  agree  with  these  who  assert  that  derivatives 
activities  are  concentrated  in  too  few  institutions? 

The  principle  source  of  systemic  risk  in  derivatives  markets  is 
related  to  major  international  banks  and  investment  banking  firms 
that  act  as  dealers  in  the  over-the-counter  derivatives  market. 
The  thrift  industry  participates  in  derivatives  markets  as  end 
users,  not  as  dealers.   In  addition  to  being  a  relatively  small 
player  in  the  derivatives  market,  savings  associations  use 
derivatives  primarily  to  limit  exposure  to  interest  rate  risk. 
Moreover,  OTS  has  taken  a  number  of  steps  to  ensure  the  prudent  use 
of  derivatives  so  that  savings  associations  do  not  become  a  source 
of  systematic  risk. 

The  principal  source  of  systemic  risk  that  would  directly 
affect  savings  associations  is  the  credit  risk  of  a  major  dealer  or 
other  counterparty  that  could  "spill  over"  and  affect  the 
health  of  the  thrift  industry,  or  impair  the  liquidity  of 
derivatives  markets. 

Systemic  risk  resulting  from  the  concentration  of  derivatives 
in  too  few  institutions  relates,  again,  to  dealers.   Since  thrifts 
are  end-users  and  not  dealers  in  derivatives,  this  question  is  more 
applicable  to  the  banking  agencies  and  the  SEC. 
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22)  Cash  liquidity  risk  for  •  firm  appsars  to  b«  of  grsator 
coBcara  tha  groatar  is  a  fim's  iavolTamont  in  darivatiyaa 
activitias,  tha  graatar  is  its  raliaaca  on  short-tarm  funding,  tha 
lovar  is  its  cradit  standing,  and  tha  nora  rastrictad  is  its  aoeass 
to  cantral  bank  discount  or  borrowing  facilitias.   Tharafora,  in 
contrast  to  dapository  institutions  who,  among  othar  things,  hava 
accass  to  tha  discount  window,  sacuritias  fins  may  find  cash 
managamant  raguiramonts,  such  as  maintaining  margin  raquiramants, 
arising  from  larga  darivativaa  portfolios  to  ba  mora  challanging. 
Comparad  to  dapository  institutions,  how  doas  tha  lass  liquid 
natura  of  tha  sacuritias  buslnass  affact  its  darivativas  activitias 
and  tha  risks  associatad  with  such  activitias? 

OTS  has  no  specialized  knowledge  of  securities  firms  or  how 
their  liquidity  might  affect  thair  derivatives  activities  and 
associated  risks.   This  question  is  better  directed  to  the 
Securities  and  Exchange  Commission.   However,  we  can  say  that,  if 
securities  firms  were  provided  access  to  the  discount  window  at  a 
low  cost,  they  would  likely  respond  by  maintaining  less  liquidity 
than  they  do  now.  The  extension  of  the  public  safety  net,  in  the 
form  of  discount  window  privileges,  raises  important  public  policy 
issues  including  whether  such  an  extension  would  erode  market 
discipline  of  the  securities  industry. 

23)  Criticism  of  speculators  in  tha  derivatives  markets,  primarily 
axehanga- traded  derivatives  such  as  currency  futures  and  options, 
has  focused  on  tha  alleged  ability  of  such  speculators  to 
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Kanipulata  markats.  Concams  hava  alao  arlaaa  aa  to  potantial 
dapoaitozy  inatitutioa  axposura  aa  a  raault  of  spaoulatora' 
activitlaa.   Plaaaa  comaant  oa  thaaa  erltielama  and  vhathar  or  not 
such  spaeulators  ahould  ba  sub j act  to  ineraasad  ragulatioa  or 
auparviaion. 

Speculators  provide  a  useful  role  by  making  the  market  more 
liquid  and  efficient.   More  important,  they  absorb  risks  that 
other  market  participants,  including  depository  institutions, 
desire  to  transfer.   For  example,  for  an  interest-rate  swap  to  take 
place,  a  thrift  attempting  to  hedge  its  interest-rate  risk  requires 
a  counterparty  willing  to  take  the  other  side  of  the  swap 
transaction.   The  counterparty  must  be  willing  to  assume  the  risk 
that  the  savings  association  is  attempting  to  reduce  by  hedging. 
Occasionally,  a  counterparty  faces  risks  that  are  opposite  those  of 
the  thrift  and  uses  the  derivative  position  to  hedge  as  well. 
Generally,  however,  the  counterparty  must  ba  willing  to  absorb  risk 
in  entering  the  derivative  contract  with  the  savings  association. 

Speculation  should  not  ba  confused  with  market  manipulation, 
which  is  harmful  and  forbidden  in  the  futures  and  options  markets. 
OTS  does  not  believe,  however,  that  savings  associations  themselves 
should  be  permitted  to  use  derivatives  or  any  other  financial 
instrument  to  speculate  (t.hat  is,  to  take  excessive  and  undue 
risks)  with  federally  insured  deposits.   The  OTS  also  directs 
savings  associations  to  use  great  care  in  chooaing  counterparties 
for  derivatives  transactions. 

It  would  be  impossible,  and  even  counterproductive,  to 
regulate  speculators.   Attempting  to  regulate  the  activities  of  one 
type  of  speculative  investor  would  likely  invite  in  other  investor 
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that  would  be  able  to  profit  from  the  absence  of  regulated 
speculators.   In  general,  if  potentially  profitable  speculative 
opportunities  exist,  markets  will  find  ways  to  innovate  around 
government  regulations,  provided  that  the  financial  rewards  of 
circumventing  regulations  exceed  their  costs.   Imposing  regulations 
that  are  costly  enough  to  eliminate  speculators  will  effectively 
eliminate  the  options  available  to  depository  institutions  to  hedge 
their  risk. 

24)   What,  if  any,  effect  will  the  depositor  preference  provision 
of  the  Omnibus  Budget  Reconciliation  Act  of  1993  have  on  the 
derivatives  market? 

Depositor  preference  could  slightly  increase  credit  risk  in 
certain  derivative  products.   Depositor  preference  allows  the  FDIC 
to  seize  assets  to  pay  off  insured  deposits  before  paying  off  other 
creditors.   This  could  leave  less  money  available  to  pay  off  other 
creditors,  including  counterparties  to  rate  swaps. 

In  practice,  thrifts  and  small  banks  customarily  pledge 
collateral  to  protect  their  counterpairties.   Collateral  may  be 
seized  by  the  FDIC  if  one  of  the  counterparties  fails,  however,  so 
depositor  preference  could  still  increare  risk.   The  FDIC's 
practice,  however,  has  been  to  pay  off  collateralized  claimants 
fully.   Given  this  practice,  depositor  preference  would  not 
increase  risk  in  derivative  products  for  thrifts  and  small  banks. 
Depositor  preference  may  increase  the  cost  of  these  activities, 
however,  because  losses  could  increase  if  the  FDIC  were  to  change 
its  practice.   Some  very  large  commercial  banks  who  are  also 
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dealers  do  not  usually  put  up  collateral  when  they  are  a  principal 
on  one  side  of  a  swap.   Depositor  preference  would  increase  risk 
for  thrifts  that  are  counterparties  to  such  large  banlcs. 
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The  Federal  Reserve  Response 
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BOARD  OF  GOVERNORS 
OF  THE 

FEDERAL  RESERVE  SYSTEM 

WASHINGTON,  D.  C.  20551 


ALAN   GREENSPAN 
CHAIRMAN 


October  6,  1993 


The  Honorable  James  A.  Leach 

Ranking  Member 

Committee  on  Banking.  Finance  and  Urban  Affairs 

U.S.  House  of  Representatives 

Washington.  DC  20515-6050 

Dear  Congressman: 

I  am  pleased  to  respond  to  your  request  for  information  on 
issues  involving  derivatives  activities  and  their  impact  on  the  U.S. 
banking  system  and  the  global  financial  system.   As  you  have  noted, 
these  are  very  complex  issues  that  tend  to  be  relatively  poorly 
understood.   The  questions  that  you  have  asked  are  timely  and 
important,  and  clearly  you  and  your  staff  members  already  have  devoted 
considerable  effort  to  understanding  the  issues. 

The  preparation  of  our  response  was  overseen  by  the  Board's 
Committee  on  Derivative  Instruments,  chaired  by  Governor  Phillips. 
The  Committee  drew  on  the  expertise  of  staff  in  a  variety  of 
disciplines,  including  bank  supervisors,  attorneys,  economists,  and 
payments  system  experts. 

The  Federal  Reserve  has  been  working  actively  with  market 
participants  and  with  other  regulators  to  ensure  that  both  private 
institutions  and  policymakers  successfully  meet  the  challenges  posed 
by  derivatives  activities.   The  Board  believes  that  the  development 
and  expansion  of  derivatives  activities  have  provided  important  public 
benefits  by  making  risk  management  more  effective  and  less  costly. 
However,  the  Board  recognizes  that  derivatives  activities,  if  not 
managed  prudently,  could  entail  significant  risks  to  individual 
institutions  and  perhaps  also  have  implications  for  the  stability  of 
the  financial  system. 
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introduced  new  training  courses  for  bank  examiners  that  strengthen 
their  understanding  of  these  materials. 

The  Federal  Reserve  also  encouraged  the  Group  of  Thirty  to 
sponsor  a  Global  Derivatives  Study.   This  study  provides  useful 
information  and  analysis  and  sets  forth  sound  risk  management 
principles  in  the  form  of  recommendations  for  market  participants. 
The  Board  has  encouraged  the  derivatives  industry  to  implement  these 
recommendations,  because  such  efforts  promise  to  improve  risk 
management  practices  by  both  regulated  and  unregulated  entities  in  the 
United  States  and  abroad. 

The  Federal  Reserve  has  worked  for  some  time  with  market 
participants  and  other  regulators  to  strengthen  the  infrastructure 
supporting  derivatives  activities.   In  particular,  we  have  supported  a 
series  of  legislative  steps  to  ensure  that  netting  arrangements  for 
derivatives  contracts  are  legally  enforceable  in  the  United  States. 
In  addition,  we  have  supported  efforts  by  the  Commodity  Futures 
Trading  Commission  to  eliminate  the  threat  that  OTC  derivatives 
contracts  could  be  deemed  unenforceable  off -exchange  futures 
contracts . 

The  Board  believes  that  the  Federal  Reserve  and  other  banking 
regulators  have  the  tools  necessary  to  ensure  that  banking 
organizations  adopt  sound  risk  management  practices  and  maintain 
adequate  capital  to  support  their  derivatives  activities.   With 
respect  to  the  use  of  derivatives  by  other  entities,  the  Board  will 
continue  to  analyze  these  issues  and  will  study  closely  the  results 
and  conclusions  of  the  studies  that  Congress  has  requested  from  the 
CFTC  and  the  General  Accounting  Office. 

I  hope  you  find  the  information  we  have  provided  helpful. 
Please  let  me  know  if  we  can  be  of  further  assistance. 
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QUESTION  Da) 

To  supplement  the  discussion  on  "Supervision  and  Regulation  of  Derivatives"  contained 
in  Section  III  of  the  January  27,  1993  report  issued  jointly  by  the  Federal  Reserve,  the 
FDIC,  and  the  OCC  entitled  Derivative  Product  Activities  of  Commercial  Banks  ("Joint 
Report" ),  please  address  the  following: 

a)         In  general,  please  summarize  and  provide  the  written  policies  and 
procedures  currently  used  by  your  agency  to  regulate  and  monitor 
derivatives  activities  of  the  institutions  under  your  supervision.   Also, 
please  provide  a  summary  of  your  regulatory  authority  over  derivative 
transactions. 


Regulatory  Authority 

The  Board  of  Governors  of  the  Federal  Reserve  System  (Board)  has  general 
supervisory  and  regulatory  authority  over  the  activities  of  state-chartered  banks  that  are 
members  of  the  Federal  Reserve  System  ("State  Member  Banks"),  bank  holding  companies, 
and  the  nonbank  subsidiaries  of  bank  holding  companies.   The  Board  also  has  authority  with 
respect  to  the  activities  of  foreign  branches  of  member  banks.  Edge  Act  and  agreement 
corporations,  foreign  subsidiaries  of  bank  holding  companies  or  member  banks,  and  foreign 
banking  organizations  with  offices  in  the  United  States. 

In  order  to  engage  in  derivative  transactions,  a  state  member  bank  must  have 
authority  under  its  state  charter.   The  Board  cannot  authorize  a  state  member  bank  to  engage 
in  an  activity  that  would  not  be  permissible  under  applicable  state  law,  but  can  under  some 
circumstances  limit  or  condition  the  activities  of  state  member  banks.' 


'  Under  the  Federal  Reserve  Act,  the  Board  may  prescribe  conditions  for  membership  in  the  Federal  Reserve 
System.  FRA  §  9  (12  USC  §  321).  Admission  to  membership  generally  has  been  condiboned  on  a  requirement 
that  the  bank  not  permit  any  change  in  the  general  nature  of  its  business  or  in  the  scope  of  its  coiporale  powers 
exercised  after  admission  to  membenhip  without  the  permission  of  the  Board.  This  condition  is  now  included  in 
the  Board's  Regulation  H.  Membership  of  State  Bank  Institutions  in  the  Federal  Reserve  System.  12  CFR 
§  208.7(a)(1). 

The  Board  also  has  the  authority  to  limit  the  activities  of  state  member  banks  consistent  with  the  provisions 
of  the  FDI  Act.  which  generally  prohibits  an  insured  state  bank  from  engaging  as  principal  in  any  activity  that  is 
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The  Board's  authority  over  bank  holding  companies  and  their  nonbanJt 
subsidiaries  derives  from  the  Bank  Holding  Company  Act  of  1956.^   Under  the  Bank  Holding 
Company  Act,  a  bank  holding  company  generally  may  not  engage  in  any  activity,  or  own 
shares  of  any  company  engaged  in  any  activity,  other  than  banking  or  managing  or  controlling 
banks,  subject  to  certain  exceptions.'   One  of  these  exceptions  permits  bank  holding 
companies  to  engage  in  any  activity,  or  own  shares  of  any  company  engaged  in  any  activity, 
that  the  Board  has  determined,  either  by  regulation  or  order,  to  be  so  closely  related  to 
banking  or  managing  or  controlling  banks  as  to  be  a  proper  incident  to  banking.*  The  Board 
therefore  has  the  authority  to  determine  that  particular  derivatives  activities  are  permissible 
generally  for  bank  holding  companies  or  to  approve  specific  activities  for  individual 
companies.    In  either  case  the  Board  may  impose  any  conditions  on  the  activities  that  it 
considers  appropriate. 

In  addition  to  activities  permitted  a  member  bank  under  its  charter,  the  Board 
may  authorize  the  foreign  branch  of  a  member  bank  to  engage  in  activities  that  are  usual  in 
connection  with  the  business  of  banking  in  the  place  where  the  foreign 
branch  will  transact  business,  with  certain  exceptions.'  The  Board  also  has  authority  to 
permit  an  Edge  and  agreement  corporation  to  engage  in  activities  that  are  usual  in  connection 


not  pennissible  for  a  national  bank,  unless  the  FDIC  has  deiennined  that  the  activity  poses  no  threat  to  the 
insurance  fund  and  the  bank  is  in  compliance  with  applicable  capital  standards.  Limits  on  the  activities  of  a  state 
member  bank  may  also  be  imposed  by  the  Board  where  the  activity  poses  a  threat  to  the  safety  and  soundness  <rf 
the  bank.    12  USC  §§  330.  1831a. 

'   12  USC  §  1841  et  seq. 

'  S^  12  USC  §  1843(a). 

*   12  USC  §  1843{cM8). 

'    12  USC  §  604a. 
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with  the  business  of  banking  in  the  place  where  the  foreign  branch  of  the  corporation  will 
transact  business.**  Similarly,  the  activities  of  bank  holding  company  subsidiaries  established 
for  the  purpose  of  engaging  in  business  overseas  are  subject  to  regulation  by  the  Board.' 

The  Board  also  has  authority  with  respect  to  the  activities  of  foreign  banking 
organizations  with  offices  in  the  United  States,  including  the  non-banking  operations  of  a 
foreign  bank  that  maintains  a  branch,  agency,  or  subsidiary  bank  in  the  United  States.    A 
United  States  branch  of  a  foreign  bank  may  be  a  federal  or  state-licensed  branch.   A  federal 
branch  of  a  foreign  bank  generally  may  engage  in  the  same  activities  that  a  national  bank  at 
the  same  location  would  be  permitted  to  engage  in.    A  state-licensed  branch  or  agency  may 
engage  in  activities  f)ermitted  by  the  state  licensing  authority,  but  may  not  engage  in  any 
activity  that  is  not  permissible  for  a  federal  branch  unless  specifically  approved  by  the  Board 
and,  in  the  case  of  an  insured  state  branch,  the  FDIC*   Additionally,  a  foreign  banking 
organization  that  maintains  a  branch,  agency,  or  subsidiary  bank  in  the  United  States  is 
required  to  conform  its  nonbanking  financial  operations  in  the  United  States  with  the 
nonbanking  restrictions  of  section  4  of  the  Bank  Holding  Company  Act  to  the  same  extent  as 
if  it  were  a  domestic  bank  holding  company.' 

Policies  and  Procedures 

The  Federal  Reserve  regulates  and  monitors  the  derivatives  activities  of 


'  12  use  §  615(a). 

'  12  use  §  1843(c)(13). 

'  12  use  §3 105(h). 

'  12  use  §  3106(a). 


287 


institutions  under  its  jurisdiction  through  its  risk-based  capital  adequacy  guidelines,  policy 
guidance  on  safe  and  sound  banking  practices,  and  on-site  examinations.   Significant 
supervisory  and  regulatory  policy  and  procedural  matters  are  communicated  primarily  through 
the  use  of  a  system  of  SR  (supervision  and  regulation)  letters  and  a  number  of  technical 
supervisory  manuals  designed  to  provide  guidance  to  examiners  during  on-site  examinations. 
Additional  examination  procedures  developed  on-site  to  meet  the  specific  situations  of 
individual  organizations,  the  review  of  reports  received  from  banking  organizations,  and 
examiner  training  are  also  important  elements  of  the  overall  system  that  the  Federal  Reserve 
has  developed  to  fulfill  its  supervisory  responsibilities  in  overseeing  derivatives  activities.   A 
brief  summary  of  each  of  these  areas  follows.   As  requested  in  the  foomote  to  Question  1 ,  the 
specific  policies,  procedures,  manuals,  reports  and  training  materials  that  arc  referenced  below 
are  presented  in  Sections  1  through  27  of  the  Supplementary  Material  submitted  with  this 
response. 

Risk-Based  Capital  Guidelines  -     In  1989,  the  Federal  Reserve  System  adopted  risk-based 
capital  requirements  that  require  institutions  to  hold  capital  against  the  credit  risk  inherent  in 
both  on-  and  off-balance-sheet  instruments.   The  current  guidelines  require  that  capital  be 
held  against  credit  equivalent  amounts  for  both  interest-rate  and  foreign-exchange  contracts. 
These  credit-equivalent  amounts  are  computed  to  account  for  both  the  current  risk  exposure  of 
a  contract  and  the  potential  future  risk  that  may  arise  over  the  contract's  remaining  life.   Item 
1  of  the  Supplemental  Material  contains  the  Federal  Reserve's  Risk  Based  Capital  guidelines. 

Bank  supervisors  are  in  the  process  of  incorporating  market  risks,  such  as 
interest  rate,  foreign  exchange,  equity  price,  and  commodity  price  risk  into  the  current  capital 
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guidelines.   Pursuant  to  Section  305  of  Federal  Deposit  Insurance  Corporation  Improvement 
Act  of  1991  (FDICIA),  the  banking  agencies  are  moving  forward  to  incorporate  interest  rate 
risk  into  the  risk  based  capital  guidelines.   On  September  14,  the  banking  agencies  published 
in  the  Federal  Register  a  Notice  of  Proposed  Rulemaking  on  this  issue  (Presented  as  Item  2  of 
the  Supplementary  Material).   The  proposal  outlines  specific  treatment  for  assessing  the 
interest  rate  risk  of  derivatives  activities  in  the  context  of  the  overall  interest  rate  risk  of  a 
bank.    After  the  comment  period,  the  agencies  will  develop  a  final  rule  with  plans  to 
implement  it  in  1994.  In  addition,  in  April  1993  the  Federal  Reserve  Board  issued  for  public 
comment  several  consultative  papers  on  market  risk  and  bank  capital  developed  by  the  Basle 
Committee  on  Banking  Supervision,  under  the  auspices  of  the  Bank  for  International 
Settlements.   These  papers  are  presented  as  Item  3  of  the  Supplementary  Material  and  deal 
with  the  supervisory  treatment  of  netting  arrangements,  the  capital  requirements  for  traded 
debt  and  equity  portfolios  of  banks,  foreign  exchange  risk,  and  interest  rate  risk  in  the 
"banking  book."   The  papers  describe  the  current  status  and  direction  of  ongoing  efforts 
directed  at  internationally  active  banks  in  the  supervision  of  market  risk. 

The  response  to  Question  2  discusses  in  greater  detail  the  Federal  Reserve's 
current  capital  requirements  for  derivatives  activities  and  summarizes  both  the   international 
and  domestic  initiatives  regarding  capital  adequacy  and  market  risks  that  are  underway. 

Examination  Policies  and  Procedures   -   The  objectives  of  on-site  examinations  include: 
1)  evaluating  cm  institution's  soundness  and  compliance  with  banking  laws  and  regulations;  2) 
appraising  the  quality  of  management  and  directors;  and  3)  identifying  areas  for  corrective 
action.   In  order  to  guide  examiners  in  planning  and  conducting  on-site  examinations,  a 
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number  of  technical  supervision  manuals  have  been  developed  by  the  Federal  Reserve 
System.     In  general,  these  manuals  are  divided  into  sections  relating  to  appropriate  asset, 
liability,  banking  activity  or  examination  categories.    In  turn,  a  typical  section  contains  an 
introductory  discussion  of  sound  banking  practices  and  examination  procedures  along  with 
specific  examination  objectives,  procedures  and  internal  control  questionnaires  to  be  used   in 
conducting  an  exam.   Although  they  are  not  definitive  legal  sources,  these  manuals,  when 
supplemented  with  subsequent  policy  guidance  communicated  through  various  SR  letters, 
serve  as  working  references  to  current  regulatory  and  supervisory  policies  and  procedures. 

A  number  of  Federal  Reserve  suf)ervisory  manuals  deal  directly  with,  or 
contain  sections  pertaining  to,  the  oversight  of  derivatives  activities.   These  documents 
include  a  recently  developed  Trading  Activities  Examination  Manual;  the  Commercial  Bank 
Examination  Manual  and  its  supplement;  the  Merchant  and  Investment  Bank  Examination 
Manual;  the  Bank  Holding  Company  Supervision  Manual;  and,  Guidelines  and  Instructions 
for  Examinations  of  Edge  Corporations.    A  brief  summary  of  these  manuals  and/or  the 
specific  sections  relevant  to  derivatives  activities  is  presented  below: 

Trading  Activities  Examination  Manual  -  Over  the  past  1 8  months,  staff  of  the 
Federal  Reserve  Bank  of  New  York,  in  consultation  with  staff  of  the  Board  of  Governors 
(Board  Staff)  and  other  Reserve  Banks,  have  developed  a  Trading  Activities  Examination 
Manual  that  directly  addresses  the  supervision  of  trading  and  customer  accommodation 
activities,  with  special  emphasis  given  to  derivative  instruments.   This  manual,  which  is 
presented  as  Item  4  of  the  Supplementary  Material,  is  currently  undergoing  field  testing. 
While  the  manual  is  largely  a  codification  of  current  procedures,  it  also  enhances  some 
current  examination  practices  and  initiates  new  supervisory  approaches  in  light  of  the  various 
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regulatory  and  industry  studies  that  have  been  conducted  over  the  past  several  years.   The 
manual  takes  a  comprehensive  approach  to  evaluating  an  institution's  derivatives  activities 
and  provides  examination  procedures  for  evaluating  its  organizational  structure,  front-  and 
back-office  operations  and  systems,  approaches  to  market  and  credit  risk  measurement,  and  its 
overall  risk  management  function  pertaining  to  derivatives  activities. 

Commercial  Bank  Examination  Manual  -  Item  5  of  the  Supplemental  Material 
contains  those  sections  of  the  Federal  Reserve's  Commercial  Bank  Examination  Manual  that 
either  deal  with  or  have  elements  addressing  derivatives  activities.    Sections  412  and  405  are 
currently  under  revision  in  anticipation  of  regulatory,  policy  and  accounting  disclosure 
initiatives  regarding  interest  rate  risk,  Financial  Accounting  Standards  Board  (FASB)  - 
Accounting  Standard  No.  115,  FASB  Interpretation  No.  39,  and  related  matters.     The  specific 
sections  of  the  Commercial  Bank  Examination  Manual  that  deal  with  derivatives  activities  are 
noted  below. 

o  Section  303  -  Presents  examination  procedures  for  assessing  capital  adequacy 

for  both  on-   and  off-balance-sheet  instruments. 
o  Section  405  -  Presents  examination  procedures  for  effectively  assessing  the 

institution's  funding  practices,  with  particular  emphasis  on  liquidity  and  interest 

rate  risk  management. 
0     .      Section  412  -  Presents  examination  procedures  for  evaluating  off-balance-sheet 

items  and  discusses  measures  of  current  and  potential  risk  exposure,  funding 

sources,  and  adequacy  of  management  and  controls. 
0  Section  413  -  Presents  examination  procedures  for  evaluating  asset-backed 

securities  and  securitization  activities. 
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o  Section  700  -  Presents  examination  guidelines,  objectives,  and  procedures  for 

assessing  the  international  operations  of  banking  organizations.  This  section 
includes  examiner  guidelines  for  evaluating  banker's  acceptances,  letters  of 
credit,  guarantees,  foreign  exchange  activities,  and  LDC  asset  swaps  and 
options. 

o  Section  900  -  Presents  examination  guidelines  on  evaluating  the  internal 

controls  used  in  conducting  foreign  exchange  activities. 

Merchant  and  Investment  Bank  Examination  Manual  (Supplement  to 
Commercial  Bank  Examination  Manual)  -  This  manual  is  presented  as  Item  6  of  the 
Supplementary  material.   Published  in  1988,  the  manual  provides  specific  examination 
objectives  and  procedures  for  evaluating  the  activities  of  merchant  and  investment  bank 
subsidiaries  of  U.S.  banking  organizations.    Activities  addressed  by  this  manual  include:  1) 
asset  sales,  securitization  and  loan  syndication;  2)  interest  rate  and  currency  swaps  and 
forward  rate  agreements;  and  3)  financial  futures  and  options,  and  foreign  currency  options. 
Although  this  manual  directiy  targets  the  examination  of  merchant  and  investment  bank 
subsidiaries,  many  of  the  activities  discussed  are  common  and  permissible  for  other  offices  of 
a  parent  organization.   Therefore,  examiners  have  used  these  or  similar  procedures  to  examine 
these  activities  wherever  they  have  been  encountered  in  a  U.S.  bank  or  bank  holding 
company. 

Bank  Holding  Company  Manual  -  Item  7  of  the  Supplemental  Material 
contains  those  sections  of  the  Federal  Reserve's  Bank  Holding  Company  Examination  Manual 
that  either  deal  with  or  have  elements  addressing  derivatives  activities.    As  with  the 
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Commercial  Bank  Examination  Manual,  several  of  the  following  sections  are  being  revised 
and  updated  to  reflect  recent  initiatives. 

0  Section  2130  -  Presents  examination  procedures  for  evaluating  futures, 

forwards,  and  option  activities. 

o  Section  2185  -  Presents  examination  guidance  for  performing  inspections  of 

nonbank  subsidiaries  of  bank  holding  companies  that  have  been  authorized  to 
underwrite  and  deal  in  certain  debt  and  equity  securities  ("ineligible  securities") 
that  cannot  be  underwritten  or  dealt  in  by  member  banks  directly. 

o  Section  2190  -  Presents  examination  procedures  for  evaluating  the  risk 

exposure  of  an  institution's  asset-backed  securities  activities. 

0  Section  3000  -  Presents  examination  guidelines  for  evaluating  nonbanking 

activities,  including  the  bank's  role  as  an  advisor  on  interest  rate  swaps,  caps 
and  currency  swaps. 

0  Section  3250  -  Presents  examination  guidelines  for  evaluating  futures 

commission  merchant  subsidiaries  of  bank  holding  companies,  which  engage  in 
a  variety  of  permissible  activities,  including  clearing  of  certain  fumres  contracts 
and  giving  investment  advice  on  fuiancial  futures  and  options  on  futures. 

o  Section  3600  and  3700  -  Present  examination  guidelines  for  evaluating  other 

nonbanking  activities  which  the  Board  has  approved  or  disapproved  on  an 
individual  basis,  some  of  which  relate  to  derivative  products. 

Guidelines  and  Instructions  for  Examinations  of  Edge  Corporations  -     Item  8 
of  the  Supplemental  Material  contains  those  derivative-related  sections  of  the  examination 
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manual  used  by  Federal  Reserve  examiners  in  conducting  examinations  of  highly  specialized 
international  banking  organizations. 

o  Section  E  -  Presents  examination  procedures  for  analyzing  and  assessing  recent 

innovations  and  new  financial  instruments  with  emphasis  on  inherent  risks  and 
impact  on  profitability. 
o  Section  R  -  Presents  examination  procedures  for  evaluating  foreign  exchange 

transactions,  including  currency  swaps. 

Specialized  Examinations  -  In  conducting  specialized  examinations  of  trust 
departments,  Federal  Reserve  examiners  also  evaluate  the  use  of  derivative  instruments  in 
customer  accounts  to  ensure  that  their  use  is  in  accordance  with  applicable  fiduciary 
principles,  laws,  and  regulations.   Item  9  contains  the  relevant  sections  of  the  Federal 
Reserve's  Trust  Examination  Manual. 

Customized  Examination  Procedures  -   The  examination  pobcies  and 
procedures  presented  in  the  various  supervisory  manuals  form  a  basis  for  conducting 
consistent  and  objective  examinations  of  varying  levels.   In  smaller  institutions  some 
procedures  may  not  apply,  resulting  in  a  somewhat  condensed  examination  process  than  that 
set  forth  in  the  technical  manuals.   Conversely,  in  larger  institutions  additional  procedures  are 
incorporated  into  the  process  to  effectively  examine  their  complex  and  sophisticated  activities, 
organization,  controls,  and  reporting  and  accounting  systems. 

The  scope  of  any  additional  procedures  is  determined  by  the  examiner-in- 
charge  and  depends  on  the  individual  institution  being  examined.   An  important  element  in 
detemruning  the  scope  of  an  examination  is  the  first-day  letter,  which  represents  the  initial 

10 


294 


request  for  the  specific  information  that  the  institution  is  required  to  make  available  at  the 
onset  of  an  examination.     In  an  effort  to  offer  further  insight  into  the  scope  of  examinations 
conducted  at  larger  institutions  and,  in  particular,  the  attention  given  to  derivatives  activities. 
Item  10  of  the  Supplementary  Material  presents  an  actual  first-day  letter  used  in  the  recent 
examination  of  a  large  institution  with  significant  derivatives  activities.   The  letter  illustrates 
the  comprehensive  scope  )vith  which  Federal  Reserve  examiners  begin  their  evaluation  of 
derivatives  activities. 

Reporting  Requirements  for  Derivatives  Activities   -     The  primary  regulatory  financial 
statements  for  federally-insured  commercial  banks  and  savings  banks  are  the  quarterly  Reports 
of  Condition  and  Income,  commonly  referred  to  as  Call  Reports,  which  are  currently  required 
to  be  filed  in  a  manner  generally  consistent  with  generally  accepted  accounting  principles 
(GAAP).   These  reporting  requirements  are  determined  by  the  Federal  Reserve  and  the  other 
federal  banking  agencies  ("agencies")  under  the  auspices  of  the  Federal  Financial  Institutions 
Examination  Council  (FFIEC).      Item  11  of  the  Supplementary  Material  presents  the  specific 
Call  Report  schedules  and  reporting  instructions  used  to  collect  information  on  the  derivatives 
activities  of  commercial  banks.   Bank  holding  companies  provide  similar  data  to  the  Federal 
Reserve  in  the  quarterly  Y-9C  report,  which  is  required  to  be  filed  in  a  manner  consistent 
with  GAAP.   The  Y-9C  provides  information  on  derivatives  and  is  presented  in  certain 
reporting  schedules  (Item  12  of  the  Supplementary  Material.) 

Both  reports  disclose  the  notional  values  of  foreign  exchange  and  interest  rate 
derivative  instruments  including  swaps,  futures  and  forward  contracts,  option  contracts  and 
similar  contracts  involving  commodities  and  equities.    Information  on  the  replacement  costs 
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of  interest  rate  and  foreign  exchange  contracts  that  have  a  positive  market  value  to  the 
reporting  entity  are  also  collected  in  both  reports  for  the  purposes  of  calculating  risk- based 
capital  requirements.   Both  reports  are  generally  available  to  the  public. 

In  addition  to  these  financial  statements,  the  FFIEC  035  report  collects 
information  on  individual  bank  foreign  exchange  positions  and  is  widely  used  by  examiners 
as  a  supervisory  tool  (Item  13  of  the  Supplementary  Material).   The  035  report  is  filed  at  the 
end  of  each  month  by  approximately  125  banks,  bank  holding  companies  and  foreign  bank 
branches  in  the  United  States  with  $1  billion  or  more  in  foreign  exchange  commitments.   The 
report  includes  information  on  foreign  exchange  activity  in  the  six  major  currencies  or 
currencies  in  which  the  reporter  has  a  position  greater  than  $50  million. 

Beginning  in  1994,  reports  filed  pursuant  to  the  mandate  of  Section  1 12  of 
FDICIA  will  provide  additional  insight  into  the  derivatives  activities  of  banks  and  bank 
holding  companies.   Under  Section  1 12,  state  member  banks  with  total  consolidated  assets  of 
$500  million  or  more  will  have  to  submit  to  the  Federal  Reserve  annual  reports  containing 
audited  financial  statements  prepared  in  accordance  with  GAAP;  alternatively,  consolidated 
financial  statements  can  be  filed  by  the  bank  holding  company  ("FDICIA  Section  1 12  annual 
reports").     As  discussed  more  fully  in  the  response  to  question  1.)  b.),  these  publicly 
available  annual  reports  will  provide  additional  information  on  bank  and  bank  holding 
company  derivative  positions. 

Examiner  Training  -   As  with  other  banking  activity  and  examination  topics,  examiner 
expertise  in  the  area  of  derivatives  activities  is  developed  through  an  apprenticeship  program 
that  combines  various  types  of  formal  educational  programs  in  conjunction  with  on-the-job 
training  under  the  supervision  of  senior  examiners.    Educational  programs  are  offered  at  four 
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basic  levels:  as  part  of  the  core  curriculum  offered  to  all  examiners;  in  educational  programs 
targeted  at  specialized  examiners;  through  attendance  at  outside  conferences  and  educational 
programs;  and,  through  customized  seminars  on  topics  for  advanced-level  examiners.   As 
requested  in  the  footnote  to  Question  1,  the  following  discussion  summarizes  the  derivatives 
training  offered  to  examiners. 

Core  Curriculum  -  The  Federal  Reserve  core  curriculum  of  courses  that  an 
individual  must  complete  to  be  considered  for  "examiner"  status  consists  of  a  series  of  four 
Examiner  Training  Schools  that  are  commonly  referred  to  as  ETS  I  through  ETS  IV. 

ETS  I  is  the  first  level  of  examiner  training  and  is  normally  attended  by 
examiners  within  their  first  six  months  of  employment.    It  contains  two  four-hour  segments 
on  examining  banks'  use  of  investment  securities  and  offers  a  brief   introduction  to  certain 
derivative  products  that  are  used  to  hedge  investment  securities.   The  pertinent  material  from 
this  course  is  presented  as  Item  14  in  the  Supplementary  Material. 

ETS  n  contains  two  intermediate  presentations  on  the  measurement  and 
management  of  interest  rate  risk  and  on  hedging  with  interest  rate  swaps,  futures  and  caps. 
Item  15  contains  the  training  material  used  in  these  two  presentations. 

ETS  in  is  devoted  entirely  to  the  evaluation  of  loan  credit  quality  and  does  not 
discuss  derivative  instruments.   ETS  IV  is  an  advanced  program  and  contains  a  three  hour 
segment  on  swaps,  futures  and  options.    Item  16  of  the  Supplementary  Material  contains  the 
training  material  on  derivatives  used  in  ETS  FV. 

Specialized  Courses  and  Conferences  -   Three  formal  courses  and  three 
seminars  are  regularly  offered  to  examiners  who  require  special  training  in  derivatives  and 
related  areas.  The  "Basic  International  Banking  Self-Study  Course"  (presented  as  Item  17) 
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discusses  all  aspects  of  international  banking  and  contains  two  modules  that  pertain  to 
derivatives.   A  module  on  foreign  exchange  trading  discusses  the  use  of  forwards,  futures,  and 
swaps  for  managing  foreign  exchange  and  interest  rate  risk.   A  second  module  on  capital 
markets  operations  discusses  hedging  with  derivatives  in  detail,  including  the  use  of  interest 
rate  caps  and  floors. 

An  additional  course  sponsored  by  the  FFIEC  and  titied  the  "International 
Banking  Course"  contains  three  days  of  lectures  on  foreign  exchange  and  interest  rate  risk, 
and  the  tools  (futures,  forwards,  options,  and  swaps)  used  to  manage  those  risks  (see  Item  18 
of  the  Supplementary  Material). 

To  facilitate  the  implementation  of  Section  305  of  FDICIA  and  to  ensure  that 
examiners  have  a  fundamental  understanding  of  basic  capital  market  instruments.  Federal 
Reserve  staff  has  developed  a  one  week  course  titled  "Interest  Rate  Risk  and  Securities 
Activities"  (Item  19  of  the  Supplementary  Material).  This  course  contains  a  one  day 
presentation  on  the  fundamentals  of  how  banks  use  swaps,  futures,  forwards,  options,  caps, 
and  floors  and  related  interest  rate  risk  and  accounting  issues.   This  course  will  be  offered  to 
all  Federal  Reserve  examiners  over  the  next  eight  to  twelve  months  as  a  "refresher"  course  in 
preparation  for  implementing  Section  305  of  FDICIA. 

Three  specialized  conferences  that  address  derivatives  activities  are  regularly 
offered  on  an  interagency  basis  through  the  FFIEC.   The  "Off-Balance-Sheet  Risk"  conference 
(Item  20)  is  a  three  and  one-half  day  lecture/discussion  targeted  at  examiners  that  regularly 
participate  in  examinations  of  the  capital  markets  sections  of  large  money  center  banks. 
Topics  covered  include  derivative  products  and  risk  management  systems.   The  "Risk 
Management  Planning"  conference  (Item  21)  is  a  one  and  one-half  day  lecture  on  banks'  risk- 
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management  process.   The  "Payments  System  Risk"  conference  (Item  22)  is  a  one  and  one- 
half  day  lecture  for  examiners  on  how  to  evaluate  payments  risk.    In  addition,  a  one-week 
"Emerging  Issues"  conference  (Item  23)  provides  information  on  various  issues  relating  to 
derivatives  activities. 

Courses  from  Private  Organizations  -     Federal  Reserve  examiners  have  also 
benefited  from  several  courses  on  derivatives  that  have  been  offered  by  private  institutions. 
Over  the  past  several  years  Federal  Reserve  examiners  have  attended  the  International 
Treasury  and  Capital  Markets  Seminar  that  is  conducted  by  the  audit  staff  of  Chase 
Manhattan  Bank.   This  two-week  course  focuses  on  the  analytical  fundamentals  of  foreign 
exchange  and  interest  rate  derivative  products,  appropriate  internal  control  systems  within  the 
risk  management  process,  techniques  of  risk  management,  and  auditing  considerations 
regarding  the  risk-management  function  (Item  24  presents  an  outline  of  this  course). 

Many  examiners  have  also  benefited  from  a  three-day  course  offered  by  the 
Options  Institute  of  the  Chicago  Board  Options  Exchange  (Item  25  presents  an  outline  of  this 
program).   This  course  describes  how  the  option  exchanges  work  and  discusses  basic  option 
strategies. 

In  addition  to  the  various  industry  conferences  and  seminars  on  derivatives 
sponsored  by  industry  associations  and  academic  institutions.  Federal  Reserve  staff  has  also 
attended  several  seminars  on  derivatives  that  have  been  produced  directly  for  regulatory 
personnel  on  a  one-time  basis  by  industry  associations  and  individual  institutions.   One 
example  is  a  four  day  seminar  titled  "Derivatives  for  Regulators"  that  was  sponsored  by  the 
Federal  Reserve  Bank  of  Chicago  with  cooperation  from  industry  practitioners.   The  seminar 
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covered  all  aspects  of  derivatives  including  their  uses  and  risk  management  techniques  (see 
Item  26). 

Educational  Material  -  Specialized  educational  material  at  an  advanced  level 
has  also  been  produced  by  Federal  Reserve  staff  and  has  been  disseminated  throughout  the 
Federal  Reserve  System  to  enhance  examiners'  knowledge  of  derivatives.    Staff  at  the  Federal 
Reserve  Bank  of  Chicago  has  also  produced  several  papers  and  product  profiles  discussing 
swaps,  credit  enhancements  for  OTC  derivatives.   These  papers  are  presented  as  Item  27,  to 
illustrate  the  types  of  internal  material  occasionally  distributed  to  Federal  Reserve  personnel. 
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QUESTION  l)b) 

The  Joint  Report  mentions  that  reporting  requirements  disclose  the  notional  values  of 
certain  derivatives  only,  and  therefore,  do  not  address  the  institution's  actual  exposures 
which  may  average  approximately  2% -8%  of  the  notional  amount   What  suggestions  do 
you  have  for  changing  the  reporting  requirements  to  reflect  actual  exposures  from 
derivatives  activities,  including,  but  not  limited  to  credit  exposure  and  market  exposure? 
Do  you  feel  any  changes  are  needed? 


As  pointed  out  in  the  Joint  Report,  the  growing  complexity  of  the  derivatives 
markets  have  caused  the  Federal  Reserve  to  re-examine  its  informational  needs.   This  re- 
examination includes  all  of  the  information  sources  used  in  the  supervisory  process.   To  this 
extent  it  is  important  to  note  that  the  Federal  Reserve's  primary  source  of  information  on  the 
risk  exposures  of  the  derivatives  activities  of  banks  and  bank  holding  companies  is  the  annual 
on-site  examination.   The  information  gained  through  examinations  is  supplemented  with  that 
obtained  from  periodic  communications  between  supervisory  staff  and  bank  management 
between  examinations  and  with  data  on  exposures  filed  in  the  quarterly  Call  and  Y-9C 
reports. 

As  pointed  out  in  the  response  to  Question  l)a),  information  on  both  notional 
values  and  replacement  costs  on  interest  rate  and  foreign  exchange  contracts  is  currently 
collected  in  the  Call  Report  and  Y-9C  Repon.    A  number  of  enhancements  to  this  data  are 
being  considered.    In  particular,  enhanced  information  to  assess  market  risks,  concentration  of 
counterparty  exposures  and  the  risk  reducing  effects  of  legally  enforceable  netting  contracts  is 
under  consideration.    Because  much  of  the  derivatives  activity  is  conducted  among  a 
relatively  small  number  of  institutions,  care  is  being  taken  to  ensure  that  any  reporting 
changes  are  appropriately  targeted  and  do  not  cause  undue  reporting  burdens  on  the  vast 
majority  of  banking  institutions  that  make  little  or  no  use  of  derivative  instruments. 
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The  current  proposal  on  interest  rate  risk  developed  in  response  to  section  305 
of  FDICIA  (Item  2  of  the  Supplementary  Material)  illustrates  this  attempt  to  weigh  superviso- 
ry needs  and  regulatory  burden.    Institutions  with  little  derivative  activity  and  that  otherwise 
appear  to  have  little  interest  rate  risk  would  be  exempt  from  any  additional  reporting.   Those 
with  a  notional  value  of  derivative  contracts  in  excess  of  10  percent  of  assets  would  be 
required  to  report  expanded  data  to  enhance  the  supervisory  assessment  of  the  market  risk  of 
their  interest  rate  contracts.    Moreover,  one  alternative  of  the  proposal  would  allow,  and  in 
some  cases  may  require,   reporting  the  risk  profiles  of  interest  rate  derivative  contracts  under 
explicitly  defined  scenarios  using  the  institution's  internal  models.    Similar  types  of  scenario 
testing  for  foreign  exchange  contracts  might  also  be  incorporated  into  existing  reports  if  the 
BIS  proposal  on  foreign  exchange  (Item  3)  is  implemented. 

The  implementation  framework  of  the  new  audited  annual  reports  required  by 
Section  1 1 2  of  FDlClA  will  also  enhance  available  data  on  derivatives  activities.   As  part  of 
these  audited  financial  statements,  banks  and  bank  holding  companies  will  be  required  to 
disclose  additional  information  on  their  off-balance-sheet  financial  instruments'"  that  have  a 


'°  Under  GAAP,  a  financial  insmiment  is  defined  as  cash,  evidence  of  an  ownership  interest  in  an  entity,  or 
a  contract  that  both: 

a.  Imposes  on  one  entity  a  contractual  obligation  (1)  to  deliver  cash  or  another  financial  instmment 
to  a  second  entity  or  (2)  to  exchange  other  financial  instruments  on  pwtentially  unfavorable  terms 
with  the  second  entity. 

b.  Conveys  to  thai  second  entity  a  contractual  right  (1 )  to  receive  cash  or  another  financial  instrument 
from  the  fu^t  entity  or  (2)  to  exchange  other  financial  instruments  on  potentially  favorable  terms 
with  the  first  entity. 

This  definition  includes  off-balance-sheet  derivatives,  except  for  those  that  permit  or  require  settlement  by  delivery 
of  commodities. 
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risk  of  accounting  loss."   The  information  to  be  disclosed  includes: 

•  The  face,  contract,  or  notional  principal  amount; 

•  The  nature  and  terms  of  the  instruments  along  with  a  discussion  of  their  credit 
and  market  risk,  cash  requirements,  and  related  accounting  policies; 

•  The  accounting  loss  the  entity  would  incur  if  any  party  to  the  financial  instru- 
ment defaults  and  the  collateral  or  other  security,  if  any,  for  the  amount  due 
proved  to  be  of  no  value  to  the  entity;  and 

•  TTie  entity's  policy  for  requiring  collateral  or  other  security  on  financial 
instruments  it  accepts  and  a  description  of  collateral  on  instruments  presentiy 
held. 

In  addition,  banking  organizations  will  disclose  information  about  significant 
concentrations  of  credit  risk  from  individual  counterparties  or  groups  of  counterparties  for  all 
financial  instruments,  including  derivatives.   Finally,  banking  organizations  will  be  required  to 
disclose  the  fair  value  of  financial  instruments,  including  derivatives,  for  which  it  is  practica- 
ble to  estimate  fair  value.   When  estimating  fair  value  is  not  practicable,  then  the  banks  must 
disclose  descriptive  information  pertinent  to  estimating  the  value  of  these  instruments. 

Moreover,  under  section  1 1 2  of  FDICIA,  the  Federal  Reserve  Board  and  the 
other  Federal  banking  agencies  were  given  the  authority  to  require  that  the  audited  annual 
reports  of  banking  institutions  include  any  disclosures,  in  addition  to  those  required  by 
GAAP,  that  were  deemed  necessary.   The  agencies  are  actively  exploring  whether  additional 


"  According  to  GAAP,  the  risk  of  accounting  loss  from  a  financial  instrument  includes  (a)  the  possibility  that 
a  loss  may  occur  from  the  failure  of  another  party  to  perform  according  to  the  terms  of  a  contract  (credit  risk). 
(b)  the  possibility  that  future  changes  in  market  prices  may  make  a  fuiancial  instrument  less  valuable  or  more 
onerous  (market  risk),  and  (c)  the  risk  of  theft  or  physical  loss.  Institutions  are  only  required  to  disclose  the 
information  noted  here  for  the  risk  of  accounting  loss  that  arises  from  credit  risk  and  market  risk. 
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disclosures  should  be  required  on  derivatives  activities  in  these  reports. 

Other  potential  enhancements  to  existing  reports  include  additional  information 
on  the  credit  exposures  arising  from  derivative  instruments  that  are  excluded  from  information 
currentiy  reported  such  as  the  replacement  cost  of  short  dated  futures  and  foreign  exchange. 
Additional  information  that  would  help  to  assess  potential  concentrations  of  counterparty 
credit  risk,  including  data  on  collateralized  contracts,  would  be  helpful  for  surveillance 
purposes.      Incremental  information  that  would  differentiate  derivatives  used  for  hedging 
purposes  from  other  derivatives  and  that  would  identify  the  related  impact  of  each  category 
on  bank  earnings  and  balance  sheets  as  well  as  any  deferred  hedging  losses  or  gains  could 
also  be  useful.     Federal  Reserve  staff  is  currentiy  considering  initiatives  along  these  lines. 
However,   in  pursuing  these  potential  enhancements  to  existing  reports,  the  basic  trade-off 
between  regulatory  burden  and  supervisory  concerns  remains  paramount.   The  implementation 
of  any  such  reporting  enhancements  for  commercial  banks  would  be  done  through  the  FFIEC 
with  suitable  public  comment. 
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V 


Question  l)c) 

The  Joint  Report  states  that  "..^ome  reporting  changes  are  under  consideration.   In 
particular,  agency  staff  is  reviewing  the  extent  to  which  bilateral  netting  arrangements 
should  be  reflected  in  the  reporting  of  replacement  cost  exposures.   In  addition,  current 
efforts  on  interest  rate  risk  in  response  to  Section  305  of  FDICIA  will  require  increased 
disclosure  of  derivative  exposures,  and  Section  308  requires  banks  to  establish  standards 
to  evaluate  their  exposures  to  weak  institutions,  including  those  arising  from  derivative 
products." 

Please  provide  a  detailed  update  on  these  and  other  reporting  changes  currently  under 
consideration  by  your  agency. 


Several  specific  initiatives,  including  the  proposal  on  netting  arrangements  and 
the  implementation  of  Sections  305  and  308  of  FDICIA,  are  currently  underway  that  would 
require  expanded  reporting  of  derivatives  activities  and  their  impact  on  bank  balance  sheets. 
The  following  discussions  present  detailed  updates  of  each  of  these  initiatives.    Several  were 
briefly  touched  on  in  the  response  to  Question  l.)b). 

Netting  Arrangements  -    In  April  1993,  The  Basle  Committee  on  Banking 
Supervision,  which  includes  supervisory  authorities  from  12  major  industrial  countries,  issued 
for  public  comment  a  consultative  proposal  on  netting  (contained  in  Item  3)  with  a  consulta- 
tion period  extending  to  December  31,  1993.   The  netting  proposal  would  expand,  under 
carefully  defined  conditions,  the  terms  of  the  1988  Basle  Capital  Accord  by  allowing  the  use 
of  bilateral  netting  in  the  determination  of  the  capital  requirement  for  foreign  exchange  and 
interest  rate  contracts.    If  adopted  in  the  United  States,  the  proposal  would  allow  domestic 
banking  institutions  to  benefit  from  U.S.  law,  which  appears  to  provide  sufficient  certainty 
regarding  the  enforceability  of  netting  arrangements,  and  to  report  exposures  on  a  net  basis, 
thereby  lowering,  when  appropriate  their  capital  requirements.   To  accommodate  this 
proposed  change,  the  U.S.  banking  agencies  expect  to  issue  a  formal  Notice  of  Proposed 
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Rulemaking  on  bilateral  netting  within  the  next  several  months.     Specific  reporting  changes 
recognizing  netting  will  be  considered  once  the  comment  period  has  ended  and  the  rule  is 
finalized. 

Section  305  of  FDICIA  -   On  September  14,  1993,  the  federal  banking 
agencies  issued  for  public  comment  a  Notice  of  Proposed  Rulemaking  on  interest  rate  risk  in 
response  to  Section  305  of  FDICIA  (Item  2  of  Supplemental  Material).     The  proposal 
advances  a  specific  treatment  for  assessing  the  interest  rate  risk  of  derivatives  activities  in  the 
context  of  the  overall  interest  rate  risk  of  a  bank.   As  proposed,  institutions  with  a  notional 
value  of  off-balance-sheet  interest  rate  contracts  amounting  to  more  than  10  percent  of  total 
assets  would  be  required  to  report  additional  data  on  their  derivative  positions  to  enable 
supervisory  assessment  of  the  interest  rate  risk  exposure  of  the  positions  and  their  contribution 
to  the  overall  risk  profile  of  the  institution.    Specifically,  the  notional  values  of  interest  rate 
swaps,  futures  and  forwards  and  the  delta-equivalent  values  of  options,  caps  and  floors  would 
be  reported  across  maturity  time  bands  and  used  within  a  supervisory  risk  weighting  method- 
ology to  estimate  the  potential  change  in  the  value  of  these  instruments  for  a  designated 
interest  rate  scenario.   The  proposal  also  offers  institutions  an  alternative  approach  to 
evaluating  their  interest  rate  risk,  including  that  related  to  derivatives  activities,  that  would 
allow  such  institutions  to  report  the  change  in  value  of  their  assets,  liabilities  and  off-balance- 
sheet  contracts  under  a  specified  interest  rate  scenario  using  the  institution's  own  internal 
models.   Such  estimates,  including  the  underlying  assumptions  used,  would  be  subject  to 
examiner  review  for  acceptability  prior  to  their  use  for  capital  adequacy  purposes. 

The  proposal,  which  is  presented  as  Item  2,  presents  a  more  in-depth  discus- 
sion of  the  treatment  of  interest  rate  derivative  contracts.   After  a  45  day  comment  period,  the 
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agencies  will  develop  a  final  rule  for  implementation  in  1994. 

Section  308  of  FDICIA  -  Effective  December  19,    1992,  Regulation  F 
implemented  Section  308  of  FDICIA,  which  required  the  Federal  Reserve  to  prescribe 
standards  to  limit  the  exposure  of  insured  depository  institutions  to  other  depository  institu- 
tions.   As  implemented.  Regulation  F  requires  banks,  savings  associations,  and  branches  of 
foreign  banks  with  deposits  insured  by  the  Federal  Deposit  Insurance  Corporation  to  develop 
and  implement  internal  prudential  policies  and  procedures  for  evaluating  and  controlling  credit 
exposure  to  depository  institutions  with  which  they  do  business. 

The  regulation  also  establishes  a  general  limit,  stated  in  terms  of  the  exposed 
bank's  capital,  for  overnight  credit  exposure  to  an  individual  depository  institution,  unless  the 
bank  can  demonstrate  that  the  institution  is  at  least  "adequately  capitalized."   Credit  exposure 
to  a  depository  institution  includes  assets  and  off-balance-sheet  items  against  which  the 
exposed  bank  must  carry  capital  under  the  risk-based  capital  adequacy  guidelines.   No  limit  is 
specified  on  exposure  to  institutions  at  least  adequately  capitalized,  but  a  bank  is  required  to 
establish  and  follow  its  own  internal  policies  and  procedures  with  regard  to  exposure  to  all 
depository  institutions,  regardless  of  capital  level.   Regulation  F  is  being  enforced  through  the 
examination  process  and  will  not  require  any  reporting  changes. 

FFIEC  Proposal  on  Implementing  Section  121  of   FDICIA  -  Section  121  of 
FDICIA  requires  that  the  federal  banking  and  thrift  agencies  develop  supplemental  standards 
for  disclosure  of  the  fair  market  values  of  assets  and  liabilities  of  insured  depository  institu- 
tions.  In  April  of  1993,  the  agencies  issued  a  proposal  for  public  comment  for  a  60-day 
period  ending  June  14.   The  proposal  would  require  institutions  with  total  assets  of  $500 
million  or  more  to  disclose  the  fair  values  (i.e.,  estimated  market  values)  of  their  assets, 
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liabilities,  and  off-balance-sheet  financial  instruments  in  their  audited  annual  reports.   It  also 
requested  comment  on  the  feasibility  of  providing  their  fair-value  disclosures  in  bank  Call 
Reports,  perhaps  using  a  condensed  format  The  agencies  are  currently  reviewing  the 
comments  that  the  FFIEC  received  on  this  proposal. 

Financial  Accounting  Standards  Board  Interpretation   No.  39  -  The  Federal 
Reserve  and  the  other  agencies,  under  the  auspices  of  the  FFIEC,  are  considering  adopting 
Financial  Accounting  Standards  Board  (FASB)  Interpretation  No.  39  (FIN  39),  Offsetting  of 
Amounts  Related  to  Certain  Contracts,  solely  for  balance  sheet  items  arising  from  off- 
balance-sheet  derivative  instruments.      Under  the  new  FIN  39  rules,  the  FASB  reaffirmed  the 
long-standing  tenet  that,  in  general,  offsetting  (or  netting)  of  assets  and  liabilities  among 
different  counterparties  is  improper.    In  releasing  its  authoritative  interpretation,  the  FASB 
provided  guidance  on  those  limited  circumstances  when  netting  is  permissible,  particularly  for 
off-balance-sheet  transactions.'^  Adoption  of  FIN  39  would  improve  the  reporting  of  certain 
credit  exposures  arising  from  derivatives  in  bank  Call  Reports  by  clarifying  the  potential  for 


'^    Offsetting  of  assets  and  liabilities  in  the  balance  sheet  is  improper,  except  when  all  of  the  following  four 
conditions  are  met: 

1.  Two  parties  owe  each  other  determinable  amounts: 

2.  The  reporting  entity  has  a  right  to  set  off  its  obligation  with  the  amount  due  to  it; 

3.  The  reporting  entity  actually  intends  to  set  off  these  amounts;  and 

4.  The  right  of  set  ofif  is  enforceable  by  law. 

The  third  condition,  that  is  int^t  to  apply  set  off,  is  not  required  for  off-balance-sheet  instruments  contracts 
that  have  been  executed  with  the  same  counterparty  under  a  legally  enforceable  master  netting  agreement. 

When  these  criteria  have  been  met,  a  banking  organization  (or  other  company)  may  offset  the  related  asset 
and  liability  (including  the  fair  values  associated  with  derivative  contracts)  and  report  the  net  amount  On  the  other 
hand,  if  these  criteria  have  not  been  met  the  fair  value  of  contracts  in  a  loss  position  will  not  be  offset  against  the 
fair  value  of  contracts  in  a  gain  position,  and  organizations  will  be  required  to  record  gross  unrealized  gains  on  such 
contracts  as  assets  and  gross  unrealized  losses  as  liabilities. 
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inappropriate  accounting  netting  practices.    If  approved,   FFIEC  reporting  guidance  consistent 
with  FTN  39  would  become  effective  beginning  with  1994  Call  Reports. 

No  final  decisions  on  the  reporting  aspects  of  any  of  the  initiatives  described 
above  have  yet  been  made  by  the  banking  agencies.   Moreover,  any  changes  to  the  Call 
Report  arising  from  these  initiatives  would  generally  be  subject  to  public  comment  before 
actual  implementation. 
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Question  l)d)  ' 

Please  discuss  issues  regarding  payment,  clearing,  and  settlement  being  considered  by 
the  Payment  and  Settlement  Committee  organized  by  the  Federal  Reserve  Bank  of  New 
York,  and  issues  being  considered  by  the  Committees  formed  by  the  Board  of  Governors 
of  the  Federal  Reserve  and  the  Federal  Reserve  Bank  of  New  York  mentioned  in  the 
Joint  Report. 


The  integrity  and  reliability  of  the  payment  system  is  a  key  concern  for  the 
Federal  Reserve,  because  of  its  importance  to  both  financial  stability  and  the  Federal 
Reserve's  ability  to  implement  monetary  policy.     Derivatives-related  payments  activity  is  one 
of  a  number  of  factors  influencing  the  day-to-day  functioning  of  the  payment  system.    In 
some  instances,  derivatives  can  directly  involve  sizable  payment-related  activity,  such  as 
deliveries  of  currencies  under  forward  foreign  exchange  contracts.    In  other  instances,  the 
direct  payment-related  activity  arising  from  derivative  contracts  may  be  more  modest,  such  as 
settlements  for  contracts  calling  for  a  single  payment  based  on  the  difference  between  two 
interest  rates.   Indirectly,  derivatives  may  be  associated  with  sizable  payment  activity  such  as 
through  the  clearing  and  settlement  of  securities  that  hedge,  or  are  hedged  by,  positions  in 
derivatives. 

To  organize  its  review  of  payment  system  policy  issues,  the  Board  of 
Governors  set  up  an  internal  committee  known  as  the  Payment  System  Policy  Advisory 
Committee  (PSPAC)  in  1986.   The  PSPAC  consists  of  three  Governors  and  two  Federal 
Reserve  Bank  Presidents  who  are  designated  by  the  Chairman  of  the  Federal  Reserve  Board; 
one  first  vice  president  from  the  Federal  Reserve  System  serves  as  an  ex-officio  member.   The 
role  of  the  PSPAC  is  to  serve  as  a  focal  point  for  Federal  Reserve  System  efforts  regarding 
payment  system  issues  and  to  advise  the  Board  on  major  policy  matters  involving  the 
payment  system,  such  as  systemic  risk  in  payment  systems,  relationships  between  the  payment 
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system  and  financial  markets,  access  to  the  payment  system,  and  implementation  of  the 
Board's  payment  system  risk  reduction  policy. 

Until  recently,  the  Federal  Reserve  Bank  of  New  York  had  focused  on 
payments  system  issues  through  its  Payments  System  Policy  Committee,  which  consisted  of 
several  senior  officers  of  that  Bank.    In  September,  the  Federal  Reserve  Bank  of  New  York 
established  a  new  internal  ^committee  structure  and  payments  issues  will  be  examined  by  the 
Bank  Supervision  Committee  and  the  Banking  Services  Committee. 

A  main  purpose  of  these  internal  committee  efforts  is  to  bring  a  variety  of 
viewpoints  and  disciplines-legal,  supervisory,  operations,  and  market  analysis~to  bear  on  a 
wide  variety  of  payment  system  risk  issues.    As  a  consequence,  these  committees  have  not 
focussed  narrowly  on  derivatives,  although  topics  dealing  with  or  closely  related  to  deriva- 
tives would  include,  for  example,  the  implementation  of  the  netting  provisions  in  FDICIA, 
private  sector  efforts  to  develop  clearing  houses,  and  other  efforts  to  deal  with  cross-border 
and  multi-currency  payment  risk. 

The  Federal  Reserve  also  has  been  involved  with  a  third  group,  the  Payment 
and  Settlement  Committee  (PSC),  which  was  comprised  of  individuals  from  the  private  sector. 
The  PSC  was  organized  under  the  umbrella  of  the  Federal  Reserve  Bank  of  New  York  and 
operated  from  1991  to  1993.   Personnel  from  the  Federal  Reserve,  the  SEC,  and  the  CFTC 
attended  meetings  of  the  PSC  as  observers.   The  activities  of  the  PSC  included  helping  to 
evaluate  "honest  broker"  arrangements  at  major  private  sector  securities  depositories  and 
helping  to  sponsor  the  drafting  of  legislation  to  rationalize  the  bankruptcy  process  for 
financial  institutions. 

In  the  course  of  its  endeavors,  the  PSC  identified  a  number  of  other  groups 
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under  various  auspices  that  were  working  on  payment  and  setdement  issues.   Given  die 
numerous  groups  addressing  similar  issues,  it  was  decided  that  there  was  not  a  unique  role  for 
the  PSC  that  required  meeting  on  a  formal  and  regular  basis.   In  the  future,  the  Federal 
Reserve  Bank  of  New  York  may  consult  with  the  PSC  members  from  time  to  time  on 
payment  issues. 

In  addition  to  these  committees,  in  late  1992,  die  Board  of  Governors  formed 
the  Committee  on  Derivative  Instruments  (CDQ,  which  consists  of  three  Governors. 
Although  not  directly  involved  in  payment  issues,  the  CDI  is  responsible  for  oversight  of 
inter-divisional  staff  work  and  advising  the  Board  on  policy  issues  concerning  derivative 
instruments.   The  scope  of  the  CDI's  work  includes  the  use  of  derivative  instruments  in  both 
the  financial  and  nonfinancial  business  sectors  of  the  national  and  international  economies. 
The  CDI  serves  as  a  focal  point  for  staff  efforts  related  to  derivative  instruments  in  the  areas 
of  banking  supervision  and  regulation,  market  regulation,  macro-prudential  policy,  monetary 
policy,  and,  in  conjunction  with  the  Board's  Payments  System  Policy  Advisory  Committee, 
payment  system  policy. 
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QUESTION  2) 


Please  discuss  in  detail  capital  requirements,  both  current  and  proposed,  as  they  relate 
to  derivatives  activities  of  institutions  regulated  by  your  agency.   Do  you  feel  the  current 
capital  standards  are  adequate? 


Current  Capital  Requirements  for  Derivatives 

Current  capital  requirements  for  derivatives  are  governed  by  the  standards  of 
the  Basle  Accord  that  were  published  in  1989  and  adopted  into  the  Federal  Reserve  Board's 
capital  adequacy  guidelines  for  state  member  banks  and  bank  holding  companies.   Their 
current  focus  is  on  credit  or  counterparty  risk,  rather  than  market  risk,  although  banks  are 
expected  to  hold  sufficient  capital  to  guard  against  all  risks.    Prospective  capital  standards  for 
market  risk  are  addressed  in  the  proposals  recently  released  for  comment  by  the  Basle 
Supervisors'  Committee  and  in  the  interest  rate  risk  proposal  recently  issued  by  the  federal 
banking  agencies.   The  Basle  proposal  is  discussed  below,  and  the  interest  rate  risk  proposal 
is  summarized  in  the  response  to  Question  1.)  c.)  and  provided  in  its  entirety  in  the  Supple- 
mentary Material  as  hem  2. 

The  existing  capital  adequacy  standards  address  the  credit  risk  associated  with 
a  bank's  on-  and  off-balance-sheet  activities,  including  those  relating  to  derivative  instru- 
ments, which  are  divided  into  two  broad  categories:    interest  rate  contracts  and  exchange  rate 
contracts.   Interest  rate  contracts  include  interest  rate  swaps,  forward  rate  agreements, 
purchased  interest  rate  options,  and  any  other  instruments  that  give  rise  to  similar  credit  risk. 
Exchange  rate  contracts  include  cross-currency  interest  rate  swaps,  forward  foreign  exchange 
contracts,  purchased  currency  options,  and  any  other  instruments  that  give  rise  to  similar 
credit  risk.   Equity-based  and  commodity-linked  derivatives  are  treated  as  exchange-rate 
contracts. 
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The  capital  requirement  for  a  given  derivative  contract  is  based  on  its  estimated 
"credit-equivalent  amount "  which  consists  of  two  parts:   its  current  (positive)  replacement  cost 
(if  relevant)  and  a  component  representing  potential  future  exposure.   This  second  component 
is  calculated  as  a  percentage  of  the  notional  value  of  the  instrument  underlying  the  derivative 
contract  and  is  dependent  on  the  contract's  remaining  maturity.   The  credit-equivalent  amount 
is  then  assigned  a  risk  weight  that  ranges  from  0  to  50  percent,  depending  on  the 
creditworthiness  of  the  counterparty.   For  example,  transactions  with  banks  would  be  assigned 
a  20  percent  weight,  while  those  with  nonfmancial  corporate  business  would  be  weighted  at 
50  percent.    Banks  must  maintain  a  minimum  capital  ratio  of  8  percent  against  on-balance 
sheet  assets  and  the  credit  equivalent  amount  of  off-balance-sheet  items,  including  derivative 
instruments.    Item  1  of  the  Supplementary  Material  contains  a  more  in-depth  discussion  and 
illustration  of  the  Federal  Reserve  Board's  risk-based  capital  guidelines  for  derivatives. 

Proposed  Capital  Requirements  for  Derivatives 

When  the  Basle  Accord  was  reached  in  1988,  authorities  recognized  its 
limitations,  including  the  need  to  develop  capital  standards  for  market  risks  such  as  interest 
rate  and  foreign  exchange  risks.   In  April,  1993,  the  Basle  Supervisory  Committee  issued  a 
series  of  conunent  pap)ers  that  propose  capital  standards  for  market  risks  arising  from  a  bank's 
traded  debt  and  equity  securities,  and  from  their  overall  foreign  exchange  exposures,  including 
any  derivatives  that  are  part  of  a  bank's  trading  book.   Concurrendy,  the  Basle  Supervisory 
Committee  also  issued  a  proposal  that  would  amend  the  1988  Basle  Accord  to  recognize 
certain  legally  binding  netting  arrangements  between  counterparties  (bilateral  netting)  on 
derivative  products. 
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Basle  Supervisory  Committee  Market  Risk  Proposals  -   The  market  risk 
proposals  define  capital  standards  for  positions  in  traded  debt  securities  and  equities,  as  well 
as  foreign  exchange.   The  proposals  are  complex,  and  the  following  discussion  only  highlights 
their  treatment  of  derivatives  activities.   Full  details  are  included  in  Item  3  of  the  Supplemen- 
tary Material.   In  general,  derivatives  that  are  part  of  the  trading  book  are  converted  into 
equivalent  positions  in  the  underlying  instrument  and  incorporated  into  the  appropriate 
framework  of  the  market  risk  proposal:   debt  securities,  equities,  or  foreign  exchange.   In  the 
case  of  traded  options,  the  market  risk  proposals  offer  a  number  of  simplified  rules  for 
players  that  rely  on  options  primarily  for  hedging  purposes. 

Traded  debt  securities  are  distributed  into  time  bands  based  upon  their 
maturities  and  repricing  periods,  with  the  value  in  each  time  band  then  multiplied  by  a  weight 
that  reflects  the  estimated  sensitivity  of  the  instruments  to  a  specific  change  in  interest  rates. 
Derivative  instruments  are  treated  similarly  by  using  their  equivalent  positions  in  the 
underlying  instruments.   A  capital  charge  is  then  assessed  against  the  net  open  position  within 
each  time  band.   However,  since  offsetting  positions  may  not  represent  perfect  hedges 
(because  of  factors  such  as  basis  risk  and  the  likelihood  of  nonparallel  shifts  in  the  yield 
curve),  full  offsetting  is  not  allowed.   Such  "disallowances"  to  complete  netting  produce 
additional  capital  requirements.   For  traded  equity  positions,  the  capital  charge  would  be 
based  on  a  fairly  simple  short  hand  method  of  calculation. 

The  proposal  regarding  foreign  exchange  offers  two  methods  for  determining 
the  capital  charge:   a  shorthand  rule  based  on  a  bank's  net  open  foreign  exchange  position 
and  a  simulation  method  for  more  sophisticated  banks.   As  with  debt  securities  and  equities, 
foreign  exchange  derivatives  are  generally  incorporated  into  the  framework  by  converting  the 
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derivative  into  an  equivalent  position  in  the  underlying  instrument 

Netting  Proposal  -  The  netting  proposal  would  amend  the  1988  Basle  Accord 
to  recognize  certain  forms  of  bilateral  netting  of  credit  exposures,  including  those  involving 
derivative  instruments.    Under  the  proposal,  banks  would  be  permitted  to  recognize  for  capital 
purposes,  bilateral  netting  agreements  that  meet  strict  legal  standards  regarding  enforceability. 
The  proposal  could  lead  to  a  significant  reduction  in  the  bank  capital  requirement  for 
derivatives  activities,  largely  reflecting  the  reduced  counterparty  risk  associated  with  legally 
valid  bilateral  netting  arrangements  under  so-called  "master  agreements." 

Under  the  proposal,  the  overall  capital  charge  for  credit  or  counterparty  risk 
would  be  based  on  the  net  positive  mark-to-market  value  of  the  transactions  covered  by  a 
bilateral  netting  arrangement,  rather  than  on  the  sum  of  the  positive  mark-to-market  values  of 
each  transaction.   However,  as  under  the  1988  Basle  Accord,  the  add-on  for  potential  future 
exposure  would  continue  to  be  based  on  the  underlying  gross  notional  amount  of  each 
transaction.   The  Federal  banking  agencies  are  in  the  process  of  developing  proposed 
regulations  that  would  implement  this  proposal. 
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QUESTION  3) 


Please  discuss  which  types  of  derivative  instruments  institutions  under  your  jurisdiction 
are,  and  are  not,  permitted  to  utilize.  Please  distinguish  between  the  types  of  derivatives 
institutions  are,  and  are  not,  permitted  to  utilize  for  different  functions,  including 
trading  for  customer  accounts,  trading  (revenue)  for  their  own  accounts,  and  hedging  for 
their  own  accounts.   Please  indicate  the  relative  use  of  different  derivative  instruments 
by  such  institutions.   In  addition,  please  indicate  the  relative  use  of  derivatives  by  such 
institutions  for  the  different  functions  mentioned  above. 


As  discussed  under  Question  l)a),  the  Board  has  general  supervisory  and 
regulatory  authority  over  the  activities  of  bank  holding  companies,  the  nonbank  subsidiaries 
of  bank  holding  companies,  and  state-chartered  banks  that  arc  members  of  the  Federal 
Reserve  System.   The  Board  also  has  authority  with  respect  to  the  activities  of  foreign 
branches  of  member  banks.  Edge  Act  and  agreement  corporations,  and  foreign  subsidiaries  of 
bank  holding  companies  or  member  banks. 

State  member  banits  As  described  in  Question  1)  a),  state  member  banks  are 
chartered  under  state  law  and  must  have  authority  under  their  state  charters  to  engage  in 
derivatives  transactions.  Generally,  activities  related  to  OTC  interest  rate  and  foreign 
exchange  derivatives  are  considered  to  be  sufficiendy  related  to  traditional  bank  activities  in 
foreign  exchange  and  the  management  of  interest  rate  exposure  that  such  activities  are 
considered  to  be  either  a  part  of  or  incidental  to  such  activities.   State  banking  authorities  in  a 
number  of  states,  therefore,  have  pemnitted  state-chartered  banks  in  their  jurisdictions  to 
engage  in  such  transactions  as  brokers  or  agents  or  for  their  own  accounts,  either  to  generate 
revenue  or  to  hedge  existing  positions. 

State  member  banks  in  some  states  have  been  permitted  to  utilize  exchange- 
traded  interest  rate  and  foreign  exchange  derivatives  to  hedge  interest  rate  or  foreign  exchange 
exposure.   In  at  least  one  state,  banks  are  permitted  to  act  as  futures  commission  merchants 
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("FCMs"),  engaging  in  trading  for  customers  and  for  their  own  account  in  exchange-traded 
interest  rate  and  foreign  exchange  derivatives.   This  activity  generally  takes  place  in  a  bank 
subsidiary. 

Additionally,  a  limited  number  of  state-chartered  member  banks  engage  in 
derivative  transactions  linked  to  commodities  or  equities.   Some  of  these  transactions  are 
related  to  traditional  bank  activities  in  commodities  such  as  gold  and  silver,  but  some  state 
member  banks  have  obtained  the  approval  of  their  state  regulatory  authorities  for  activities 
involving  a  broader  array  of  commodity-linked  or  equity-linked  transactions.    State  member 
banks  in  a  limited  number  of  states  (notably  New  York)  have  been  permitted  by  state 
regulatory  authorities  to  engage  as  principals  in  OTC  derivatives  linked  to  commodities  or 
equities,  and  have  been  permitted  to  use  exchange-traded  derivatives  for  the  purposes  of 
hedging  exposure  created  by  OTC  transactions.   Additionally,  banks  in  at  least  one  state  have 
been  permitted  to  trade  in  commodity-  or  equity-linked  exchange-traded  derivatives  for  the 
account  of  customers. 

The  Board  has  required  state  member  banks  acting  as  principals  in  derivatives 
transactions  linked  to  commodities  or  securities  that  they  do  not  have  the  authority  to 
purchase  and  hold  directly  to  obtain  the  approval  of  the  Board  to  continue  such  activities, 
unless  the  transactions  are  entered  into  on  a  perfectly  matched  basis.    State  member  banks 
that  currently  are  not  engaged  in  such  transactions  will  be  required  to  seek  the  approval  of  the 
Board  to  commence  such  activities  in  the  future.   The  Board  is  currently  reviewing  these 
activities.   All  of  the  above  activities  are  also  permissible  for  national  banks. 

Bank  holding  companies   Subject  to  prior  approval,  the  Board  has  generally 
permitted  bank  holding  company  subsidiaries  to  engage  in  certain  foreign  exchange  transac- 
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tions,  including  OTC  derivative  transactions,  either  as  agent  for  customers  or  for  their  own 
account  for  hedging  purposes.   Bank  holding  companies  and  their  nonbank  subsidiaries  also 
are  permitted  to  engage  in  either  exchange-traded  or  OTC  derivatives  transactions  incidental 
to  other  approved  activities  in  order  to  hedge  exposure  arising  from  those  activities. 

Bank  holding  company  subsidiaries  also  generally  have  been  permitted,  subject 
to  prior  approval,  to  act  as  FCMs  in  executing  and  clearing  certain  exchange-traded  deriva- 
tives linked  to  bullion,  foreign  exchange,  government  securities,  certificates  of  deposit,  other 
money  market  instruments,  and  stock  and  bond  indices,  either  as  agent  for  customers  or  for 
their  own  account  for  hedging  purposes.   The  Board  has  also  approved  one  institution  to  trade 
in  a  group  of  nonfinancial  futures,  subject  to  the  constraint  that  these  activities  be  performed 
as  agent  for  customers  and  not  for  the  institution's  own  account  except  as  necessary  to  limit 
damages  in  the  event  of  a  customer  default 

In  a  small  number  of  cases,  the  Board  has  permitted  institutions  to  trade  certain 
exchange-traded  derivative  instruments  linked  to  government  securities  and  money  market 
indices  for  their  own  account  for  purposes  other  than  hedging.   The  Board  also  has  permitted 
a  linuted  number  of  bank  holding  companies  to  engage  in  interest  rate  and  currency  swaps 
and  related  transactions,  including  swap  option  contracts,  as  principal  or  agent,  for  purposes 
other  than  hedging.   One  institution  has  been  permitted  to  buy  or  sell  for  its  own  account 
OTC  option  contracts  linked  to  government  securities  for  purposes  other  than  hedging. 

Foreign  branches  of  member  banks  Generally,  a  foreign  branch  of  a  member 
bank  is  permitted  to  engage  in  all  of  the  activities  authorized  under  the  bank's  charter.   To 
the  extent  permitted  under  local  law,  foreign  branches  of  a  national  bank  may  engage  in  the 
full  range  of  OTC  derivative  transactions  permitted  under  the  bank's  charter.   Foreign 
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branches  of  a  state  member  bank  may  also  engage  in  such  activities  consistent  with  its 
charter,  subject  to  the  Board's  approval  with  respect  to  commodity-  and  equity-linked 
transactions. 

Edge  and  agreement  corporations   Domestically,  an  Edge  or  agreement 
corporation  may  engage  in  foreign  exchange  activities,  which  may  include  derivatives 
transactions.    Outside  of  the  United  States,  such  corporations,  usually  through  subsidiaries, 
may  act  as  FCMs  to  engage  in  transactions  for  the  account  of  customers  or  for  their  own 
account  for  hedging  purposes,  and  may  act  as  a  principal  or  agent  in  swap  transactions  for 
hedging  or  trading  purposes,  subject  to  the  approval  of  the  Board  for  transactions  linked  to 
commodities. 

Foreign  subsidiaries  of  bank  holding  companies   As  with  Edge  corporations, 
foreign  subsidiaries  of  bank  holding  companies  may  act  as  FCMs  to  engage  in  transactions  in 
exchange-traded  derivatives  for  the  account  of  customers  or  for  their  own  account  for  hedging 
purposes,  and  may  act  as  a  principal  or  agent  in  swap  transactions,  subject  to  the  approval  of 
the  Board  for  transactions  linked  to  commodities. 

Foreign  banking  organizations  with  operations  in  the  United  States.    A  federal 
branch  of  a  foreign  bank  generally  may  engage  in  the  same  derivatives  activities  as  a  national 
bank.    State-licensed  branches  or  agencies  may  engage  in  derivatives  activities  permitted  by 
their  state  licensing  authority,  and  at  least  one  state  that  has  permitted  state-chartered  banks  to 
engage  in  a  broad  range  of  derivatives  activities  has  also  permitted  state-licensed  branches 
and  agencies  to  engage  in  the  same  activities.   The  non-banking  operations  of  a  foreign 
banking  organization  that  maintains  a  branch,  agency,  or  subsidiary  bank  in  the  United  States 

are  subject  to  the  same  limitations  on  derivatives  activities  as  U.S.  operations  of  domestic 

bank  holding  companies. 
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Relative  use  of  different  derivative  instruments  The  bank  Call  Report  and  related 
bank  holding  company  reports  currently  include  two  principal  measures  of  activities  in 
different  types  of  derivative  contracts.   First,  the  reports  collect  data  on  the  notional  values  of 
all  outstanding  exchange-traded  and  OTC  interest  rate  contracts,  foreign  exchange  contracts, 
and  contracts  on  other  commodities  and  equities.'    Second,  the  reports  also  provide  informa- 
tion on  notional  values  and  replacement  costs  for  OTC  interest  rate  and  foreign  exchange 
derivatives.^ 

Information  regarding  notional  values  and  replacement  costs  provide  a  good  indication 
of  the  extent  to  which  institutions  use  financial  derivatives,  although  not  their  specific 
purpose.    Such  information  is  available  in  bank  Call  Reports  and  on  Y-9C  reports  submitted 
by  bank  holding  companies.   Data  on  the  notional  value  of  derivative  products  of  bank 
holding  companies  and  state  member  banks  are  presented  in  Tables  1  and  2,  respectively. 
Overall,  the  notional  value  of  interest  rate  derivatives  contracts  reported  by  bank  holding 
companies  amounted  to  some  $6.0  trillion  as  of  June  30,  1993.   The  notional  value  of  all 
bank  holding  company  foreign  exchange  contracts  totaled  approximately  $4.5  trillion  while 
commodity  and  equity  contracts  amounted  to  $243  billion. 

As  pointed  out  in  the  Joint  Study,  the  notional  amounts  of  derivative  contracts  do  not 
provide  a  useful  measure  of  credit  exposure.    Rather,  replacement  costs  are  a  more 
appropriate  measure  of  current  credit  exposure.   The  replacement  cost  of  derivative  contracts 


'  Interest  rate  contracts  and  contracts  on  other  commodities  and  equities  generally  are  broken  down  into  four 
categories:  1)  swaps;  2)  futures  and  forwards;  3)  written  option  contracts;  and  4)  purchased  option  contracts.  Similar 
data  is  collected  for  foreign  exchange  contracts,  except  that  the  category  covering  futures  and  forwards  also  covers 
all  commitments  to  purchase  foreign  exchange,  including  spot  transactions. 

"  Foreign  exchange  contracts  with  an  original  maturity  of  fourteen  days  or  less  are  excluded. 
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reported  by  banking  institutions  amounted  to  $157  billion  as  of  June  30,  1993  (about  1.4 
percent  of  the  notional  amount). 

As  of  June  1993,  215  of  the  1,514  bank  holding  companies  that  file  the  Y-9C, 
reported  some  from  of  derivatives  activity.   Of  the  total  1,514  companies,  151  (10  percent) 
reported  some  interest  rate  swaps,  and  120  (8  percent)  reported  commitments  to  purchase 
foreign  exchange  in  the  form  of  spot,  forward,  and  futures  contracts.   The  foreign  exchange 
activities  of  most  of  these  institutions  are  limited  to  spot  and  forward  contracts.  The  number 
of  institutions  that  engage  in  all  other  types  of  derivatives  activities  is  much  smaller  than 
those  for  swaps  or  foreign  exchange.    Only  13  companies,  for  example,  report  any  holdings  of 
commodity  or  equity  swaps. 

Large  institutions  dominate  the  domestic  U.S.  banking  industry's  activity  in  derivatives 
markets  with  the  10  largest  holding  companies,  ranked  by  the  notional  value  of  derivatives 
contracts,  holding  over  90  percent  of  total  derivatives  reported  by  U.S.  bank  holding 
companies  (Table  3).    In  terms  of  notional  amounts,  most  bank  holding  company  involvement 
in  derivatives  contracts  comprises  interest  rate  swaps  (22  percent),  domestic  futures  or 
forward  rate  contracts  (19  percent),  and  spot,  future,  or  forward  exchange  contracts  (34 
percent).    Bank  holding  company  involvement  in  commodity  and  equity  contracts  represent 
less  than  2.2  percent  of  the  reported  total.   The  pattern  of  concentration  and  mix  of  activity  is 
similar  among  state  member  banks  (Table  2). 

In  all  cases,  the  volumes  represent  contracts  in  which  the  reporting  institution  served 
as  a  principal  to  the  transaction;  brokered  transactions  are  not  reported.    However,  existing 
regulatory  reports  do  not  indicate  specific  purposes  of  the  transactions,  for  example  whether 
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they  are  held  in  the  institution's  trading  account  or  were  created  to  hedge  a  nontrading 
exposure. 

The  combined  effect  of  these  and  other  positions  on  an  institution's  interest  rate  risk 
would,  however,  be  identified  from  reporting  requirements  currently  proposed  by  the  banking 
agencies.    Even  then,  such  additional  information  may  not  focus  on  trading  versus  nontrading 
activities,  but  the  information  would  highlight  whether  the  positions  increased  or  reduced 
consolidated  exposures. 
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QUESTION  4)  j 

Please  discuss  the  benefits  that  may  be  realized  from  utilizing  derivative  instruments, 
such  as  using  them  for  risk  management  and  asset-liability  management  purposes. 
Could  the  development  and  use  of  derivative  products  by  savings  and  loans  (S&Ls)  and 
others  have  helped  to  prevent  the  S&L  crisis?   For  example,  could  the  use  of  interest 
rate  swaps  by  S&Ls  have  helped  them  to  sufficiently  control  duration  and  interest-rate 
mismatches?   (Especially  mismatches  due  to  long-term  mortgage  assets  yielding  low 
interest  rates  being  combined  with  short-term  liabilities  commanding  high  interest  rates.) 

Derivative  instruments,  both  exchange-traded  and  over-the-counter  (OTC),  are 
risk  management  tools  that  allow  users  to  manage  their  exposure  to  various  types  of  risk, 
such  as  interest  rate  risk,  currency  risk,  equity  price  risk,  or  commodity  price  risk.    For  the 
vast  majority  of  U.S.  financial  institutions  the  present  use  is  to  manage  interest  rate  risk.   The 
primary  advantage  of  derivatives  is  their  ability  to  alter  the  risks  on  the  balance  sheet  more 
quickly  and  cheaply  than  could  be  done  through  adjustments  of  traditional  assets  or  liabilities. 
For  example,  an  institution  with  an  exposure  to  rising  short-term  interest  rates  could  more 
promptly  and  economically  sell  Eurodollar  futures  or  exchange  fixed  rates  for  floating  rates 
through  an  interest  rate  swap  than  shorten  the  duration  of  its  assets  or  lengthen  the  duration  of 
its  liabilities.    Either  exchange-traded  or  OTC  derivatives  could  be  employed  to  manage  risks, 
but  the  relative  merits  of  using  either  instrument  depend  on  the  sp)ecific  objecti'       and 
capabilities  of  the  institution.   The  customized  nature  of  OTC  derivatives  allows  interest  rate 
risk  to  be  managed  more  precisely,  but  OTC  products  generally  involve  higher  transaction 
costs  and  greater  credit  risk  than  exchange-traded  products. 

Among  the  financial  institutions  that  benefit  from  the  use  of  derivative 
instruments  are  banks  and  savings  and  loans  (S&i.  ■.    Both  institutions  can  use  derivatives  to 
manage  the  exposure  arising  from  the  differential  effective  maturity  of  their  assets  and 
liabilities,  termed  an  asset-liability  gap.   S&Ls.  in  particular,  have  tended  to  have  large  gaps 
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deriving  from  their  short-term,  floating-rate  liabilities  (e.g.  savings  and  certificates  of 
deposits)  and  long-term  assets  (e.g.  fixed-rate  mortgages).   When  short-term  interest  rates  rose 
in  the  early  1980s  relative  to  the  existing  fixed-rate  assets,  the  profits  of  the  S&Ls  declined 
and  losses  were  incurred  as  the  cost  of  short-term  liabilities  exceeded  the  eamings  from  the 
fixed-rate  mortgages.    Hedging  this  type  of  exposure  can  be  undertaken  by  obtaining  a 
derivative  instrument  that  produces  profits  as  short-term  interest  rates  rise.   For  example,  the 
sale  of  Eurodollar  future^  will  produce-  such  profits;  as  interest  rates  rise,  the  price  of 
Eurodollar  futures  falls,  generating  gains  that  can  then  be  used  to  offset  the  additional  costs  of 
paying  depositors  higher  rates.    Another  method  which  would  produce  a  similar  result  is  to 
engage  in  an  interest  rate  swap  in  which  the  S&L  agrees  to  receive  from  a  counterparty 
floating-rate  payments  based  on  a  short-term  interest  rate  (any  rate  that  tends  to  move  in 
concert  with  rates  paid  to  their  depositors)  and  agrees  to  make  a  periodic  payment  to  the 
counterparty  based  on  a  long-term  fixed  rate.   Used  in  these  ways,  derivatives  could  have 
helped  S&Ls  avoid  the  losses  that  resulted  from  the  sharp  increase  in  short-term  interest  rates 
in  the  late  1970s  and  early  1980s. 

It  should  be  stressed,  however,  that  derivatives  are  effective  tools  for  managing 
risks  only  if  they  are  used  properly.    For  any  hedge  to  be  effective,  it  must  be  placed  prior  to 
the  anticipated  interest  rate  movements.   After  short-term  rates  have  already  risen,  the  losses 
incurred  by  paying  depositors  higher  rates  have  been  realized.   At  that  point,  only  further 
rises  in  rates  can  be  protected  against. 
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QUESTION  5)  a) 


What  are  your  primary  regulatory  concerns  regarding  derivatives  activities  of  institu- 
tions supervised  by  your  agency? 


The  Federal  Reserve's  regulatory  concerns  regarding  derivatives  activities  relate 
principally  to  their  volume  and  complexity,  which  affects  both  the  ability  of  exanminers  to 
evaluate  a  bank's  activities  and  the  ability  of  bank  management,  itself,  to  identify,  understand, 
and  control  the  risk  management  process.  These  concerns  extend  to  the  evaluation  of  capital 
adequacy,  the  adequacy  of  internal  systems  and  controls,  and  any  potential  effects  on  inter- 
bank clearings  and  systemic  risk.   Although  the  Federal  Reserve  believes  derivatives  activities 
are  currenUy  conducted  in  a  generally  sound  and  prudent  manner,  the  size,  complexity  and 
rapid  growth  of  these  markets  demand  that  these  activities  receive  increased  supervisory 
attention. 

The  Joint  Report  noted  that  the  risks  associated  with  derivatives-counterparty 
credit  risk,  market  risks,  legal  risks,  and  operating  risks-were  essentially  the  same  risks  that 
banks  have  traditionally  managed.    Moreover,  as  noted  in  the  Group  of  Thirty  report,  deriva- 
tive instruments  are  effectively  the  combination  of  forwards  and  options— again,  instruments 
that,  in  concept,  are  not  new  to  banks. 

Nevertheless,  the  complexity  and  diversity  of  derivative  instruments  and 
activities  combine  to  make  risk  measurement  and  control  more  difficult  than  that  normally 
associated  with  more  traditional  financial  instruments.   These  difficulties  tend  to  be  exacerbat- 
ed by  the  rapid  growth  in  some  of  these  markets.   These  factors  require  banks  that  are  highly 
active  in  derivative  markets  to  develop  new  risk  measurement  techniques,  stronger  risk 
controls,  and  better  management  systems.   Consequentiy,  as  the  sophistication  and  complexity 
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of  market  practices  increase,  reviewing  and  understanding  internal  controls— and  more  broadly 
the  entire  risk  management  process-becomes  more  important. 

Of  course,  another  concern  is  that  regulators  might  over-react  to  the  expansion 
of  derivatives  activities  and  needlessly  discourage  activities  that  would  reduce  risk  or  enhance 
the  profitability  and  stability  of  the  banking  industry.    Before  introducing  additional  regula- 
tions or  regulatory  standards,  tlie  objectives  that  the  regulations  are  intended  to  achieve  should 
be  identified  as  well  as  whether  private  sector  initiatives  are  a  more  effective  way  to  meet 
those  objectives.   We  should  also  be  mindful  of  the  potentially  adverse  effects  of  regulation 
on  competition,  efficiency,  and  innovation  in  the  OTC  derivatives  markets.    Indeed,  perhaps 
the  most  important  conclusion  of  the  Joint  Study  cited  was  that  regulation  cannot  substitute 
for  effective  risk  management. 
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QUESTION  5)  b) 


Do  you  believe  tbat  fundamental  change  in  the  current  regulatory  framework  for 
institutions  using  derivatives  is  needed  at  this  time? 


The  Board  believes  that  the  current  regulatory  framework  provides  supervisors 
with  adequate  authority  to  address  concerns  about  the  use  of  derivatives  by  banks  and  bank 
holding  companies  through  risk-based  capital  requirements  and,  most  importantly,  through 
general  supervisory  policies  and  procedures.   This  existing  framework  permits  institutions  to 
engage  in  a  broad  range  of  derivatives  transactions,  to  innovate,  and  to  provide  valuable  risk- 
management  services  to  their  customers  and  liquidity  to  the  financial  markets,  while  maintain- 
ing a  sound  banking  system. 

The  Board  has  not  formed  a  firm  opinion  on  the  adequacy  of  frameworks  for 
the  use  of  derivatives  by  other  types  of  institutions  not  subject  to  supervisory  oversight  by 
U.S.  or  foreign  financial  supervisors.   The  Board  is  aware  that  concerns  have  been  expressed 
about  unregulated  dealers  and  unsophisticated  end-users  and  is  in  the  process  of  evaluating 
whether  regulatory  changes  are  needed  to  address  these  concerns.   In  addressing  these  issues, 
the  Board  and  other  policy  makers  need  to  balance  carefully  the  need  to  contain  systemic 
risk,  protect  unsophisticated  investors  and  avoid  moral  hazard  against  the  need  to  maintain 
efficient  and  intemationally  competitive  markets. 
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QUESTION  6) 


Is  there  adequate  coordination  between  U.S.  and  foreign  regulators  to  regulate  risks 
associated  with  derivatives?   Does  the  BIS  report  of  April  1993  address  all  of  your 
agency's  concerns  in  this  area? 


The  global  scope  of  derivarive  markets  necessitates  close  interaction  with 
foreign  regulators.    Since  the  mid-1970's  there  has  been  a  high  degree  of  coordination 
between  U.S.  and  foreign  regulators,  catalyzed  in  large  part  by  the  efforts  that  led  to  the  1988 
Basle  Capital  Accord.   During  this  period,  significant  attention  has  been  given  to  coordinating 
and  developing  minimum  standards  for  supervising  banks'  off-balance-sheet  activities  in 
general  and  their  derivatives  activities  in  particular. 

The  primary  forum  for  such  international  efforts  has  been  the  Basle  Committee 
on  Banking  Supervision,  which  was  established  by  the  Central  Bank  Governors  of  the  Group 
of  Ten  (G-10)  countries  in  1975.  The  member  countries  of  the  Basle  Committee  are 
Belgium,  Canada,  France,  Germany,  Italy,  Japan,  Luxembourg,  the  Netherlands,  Sweden, 
Switzerland,  the  United  Kingdom,  and  the  United  States.   There  has  also  been  a  significant 
level  of  coordination  between  the  Basle  Committee  and  the  European  Commission,  which  has 
been  working  to  harmonize  prudential  standards  for  banks  across  the  European  Community 
(EC),  including  standards  for  banks'  derivatives  activities.   The  EC  Commission  has  main- 
tained a  representative  on  the  Basle  Committee,  and  contacts  between  the  Basle  Committee 
and  the  EC  have  been  strong.   In  addition  there  have  been  growing  contacts,  both  formal  and 
informal,  among  the  individual  bank  supervisors  of  G-IO  and  EC  countries,  particularly 
because  there  is  a  significant  overlap  in  the  membership  of  the  two  groups. 

The  most  significant  achievement  resulting  from  the  international  coordination 
efforts  of  the  Basle  Committee  has  been  the  1 988  Basle  Capital  Accord,  which  defines 
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minimum  capital  standards  for  the  credit  risk  arising  from  on-  and  off-balance-sheet  activities 
of  internationally  active  banks,  including  derivatives.    As  a  result,  the  Accord  strengthens 
prudential  standards  across  the  G-10  countries  and  provides  for  more  competitive  equality 
among  internationally  active  banks.   Due  in  large  pan  to  the  strong  ties  between  the  Basle 
Committee  and  the  European  Commission,  the  EC  adopted  minimum  capital  requirements  in 
1989  that  closely  mirror  the  capital  standards  of  the  Basle  Accord,  particularly  as  regards  the 
standards  for  banks'  derivatives  activities.  The  influence  of  the  Basle  Comminee  has  also 
extended  beyond  the  countries  of  the  G-10  and  the  EC.    For  example,  the  standards  of  the 
1988  Accord  have  been  adopted  by  the  bank  supervisors  of  many  countries  outside  of  the  G- 
10  or  the  EC,  including  a  number  of  developing  countries. 

Since  the  signing  of  the  Basle  Accord,  coordination  among  the  members  of  the 
Basle  Committee  and  between  the  Committee  and  the  EC  has  remained  strong,  as  exemplified 
most  recently  by  the  April  1993  release  of  the  Basle  Committee's  market  risk  proposals  for 
positions  in  traded  debt  securities,  equities,  and  foreign  exchange,  as  well  as  derivatives  on 
these  positions.   The  Basle  Committee  is  also  working  to  harmonize  minimum  capital 
standards  for  the  credit  and  market  risk  of  a  variety  of  new  derivative  products  such  as 
commodity-based  derivatives,  and  similar  work  is  being  carried  out  by  the  EC.    For  example, 
the  EC's  Capital  Adequacy  Directive  requires  that  the  EC  Commission  begin  to  develop  a 
proposal  for  commodities  trading  and  commodity-based  derivatives.    In  addition,  the  Basle 
Committee  is  reexamining  the  capital  weights  and  methodologies  for  off-balance-sheet 
activities  contained  in  the  1988  Capital  Accord  with  a  view  to  refining  these  standards  and 
expanding  their  scope  to  include  new  derivative  instruments.    Finally,  over  the  long-run.  the 
Basle  Committee  is  considering  the  question  of  accounting  standards  for  derivatives  activities. 
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given  that  accounting  rules  for  these  activities  have  tended  to  lag  behind  the  rapid  pace  of 
financial  innovation. 

In  developing  the  market  risk  proposals,  the  Basle  Committee  coordinated 
closely  with  the  European  Commission,  which  was  in  the  process  of  drafting  the  Capital 
Adequacy  Directive  (CAD)  for  the  market  risks  of  banks'  and  securities  firms'  trading 
activities.   Though  there  are  some  differences  between  the  CAD  and  the  market  risk  propos- 
als, they  are  similar  in  methodology  and  with  respect  to  many  of  their  details.   Moreover,  the 
CAD,  which  was  adopted  by  the  EC  Council  last  year,  contains  a  provision  that  requires  a 
review  of  its  standards  within  three  years  to  account  for  any  significant  developments  that 
may  have  taken  place  as  a  result  of  the  Basle  Committee's  proceedings. 

The  Basle  Conimittee  also  has  begun  to  establish  closer  ties  witfi  the  Interna- 
tional Organization  of  Securities  Commissions  (IOSCO).   Although  these  ties  did  not  lead  to 
a  joint  market  risk  papa,  as  was  originally  intended,  the  contacts  between  the  two  groups 
represent  a  significant  step  towards  strengthened  coordination  among  regulators  of  different 
financial  services  industries  whose  financial  institutions  engage  in  many  of  the  san>e  activi- 
ties.  The  Basle  Committee  continues  to  seek  closer  coordination  with  securities  regulators. 
Although  the  Basle  Committee  has  moved  ahead  to  release  its  market  risk  proposals  in  the 
absence  of  a  formal  agreement  with  IOSCO,  the  proposals  have  been  devised  with  a  view  to 
convergence  with  securities  regulators  sometirric  in  the  future.   For  example,  the  market  risk 
proposals  would  allow  banks  to  rely  on  more  short-term  subordinated  debt  to  back  their 
trading  and  derivatives  activities,  bringing  the  capital  standards  of  banks  closer  to  those  of 
securities  firms. 

The  1988  Basle  Accord  and  the  market  risk  proposals  of  April  1993  provide  a 
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sound  framework  for  addressing  the  credit  and  market  risks  associated  with  the  derivatives 
activities  of  large  internationally  active  banks.   Moreover,  as  noted  above,  there  arc  a  number 
of  areas  in  which  the  Basle  Committee  continues  to  work  to  strengthen  international  standards 
for  banks'  trading  and  derivatives  activities. 

While  the  harmonization  of  standards  is  clearly  important  and  needs  to  proceed 
further,  equally  important  is  the  close  working  relationship  established  among  supervisors. 
This  permits  closer  cooperation  in  dealing  with  ad  hoc  situations  affecting  individual 
institutions  or  specific  markets.   In  the  case  of  the  Federal  Reserve,  these  contacts  at  the 
supervisory  level  are  enhanced  by  contacts  with  the  foreign  central  banks  regarding  other 
matters  such  as  payments  and  settlement  systems. 

In  addition  to  the  various  efforts  by  regulators  to  enhance  and  coordinate  the 
standards  they  set  for  financial  institutions,  related  work  has  been  done  and  is  continuing  in 
other  international  committees.   For  example,  a  group  of  representatives  of  G-10  central  banks 
prepared  a  report  on  "Recent  Developments  in  International  Interbank  Relations"  that  was 
published  in  October  1992  by  the  Bank  for  International  Settlements.  That  report,  which 
followed  two  previous  reports  on  interbank  markets  and  the  use  of  innovative  fuiancial 
instruments,  focussed  on  the  ways  in  which  the  use  of  derivative  instruments  has  affected  the 
relationships  among  financial  institutions  and  international  financial  markets,  with  the 
objective  of  assessing  the  implications  for  systemic  risk.   The  report  has  contributed  signifi- 
candy  to  the  public  discussion  of  these  issues. 

Another  example  is  the  international  effort  to  reduce  risk  in  settlement  systems, 
as  discussed  in  the  response  to  Question  14). 
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QUESTION  7) 

Individual  derivative  contracts,  taken  by  themselves,  include  dements  of  risk.  However, 
derivatives,  when  evaluated  as  part  of  an  institution's  entire  portfolio,  are  often  used  to 
offset  and  reduce  risk  exposure  of  an  institution.  How  do  your  regulatory  actions. 
Including  capital  and  accounting  standards,  take  into  account  the  use  of  derivatives  to 
reduce  overall  risk  exposure  of  an  institution?  For  purposes  of  regulation,  how  does 
your  agency  distinguish  between  derivatives  used  to  hedge  and  reduce  overall  risk,  such 
as  many  over-the<counter  (OTC)  contracts,  and  derivatives  used  for  trading  and  other 
purposes,  such  as  many  exchange-traded  contracts? 

The  risk  reducing  potential  of  derivative  instruments  is  most  relevant  in  the 
context  of  assessing  market  risk  exposure  and  establishing  related  capital  standards. 
Accordingly,   both  domestic  and  international  capital  proposals  on  market  risks  incorporate 
portfolio  approaches  to  capital  adequacy.  The  interagency  proposal  on  interest  rate  risk  would 
base  capital  charges  on  an  estimate  of  the  effect  of  a  specified  change  in  rates  on  the  overall 
economic  value  of  the  institution  after  estimating  the  effect  of  a  rate  change  on  the  value  of 
all  assets,  liabilities  and  off-balance-sheet  positions.     Similarly,  the  international  proposals  on 
traded  debt,  traded  equity  and  foreign  exchange  also  involve  market  risk  capital  charges 
based  on  an  assessment  of  the  change  in  value  of  the  full  portfolio. 

Generally  accepted  accounting  principles  (GAAP)  require  certain  off-balance- 
sheet  derivative  instruments  to  be  marked  to  market  unless  the  instruments  meet  certain 
specified  hedge  accounting  criteria'^.   If  these  criteria  are  met,  the  gains  or  losses  associated 
with  the  instrument  can  be  deferred  and  realized  on  a  basis  consistent  with  the  income  or 
expense  of  the  item  being  hedged.  This  hedging  accounting  framework  is  derived  from 
FASB  Statement  of  Financial  Accounting  Standards  (SPAS)  No.  52,  Foreign  Currency 


'^  Authoritative  guidance  of  a  general  nature  is  provided  by  the  FASB  for  foieign  currency  off-balance-sheet 
instniments  and  for  fijtuies  contracts.  However,  FASB  standards  do  not  explicitly  address  many  other  instniments 
such  as  interest  rate  swaps  and  commodity-based  instruments. 
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Translation  and  SFAS  80,  Accounting  for  Futures  Contracts.   Each  statement  presents 
different  hedging  criteria  and  related  guidance  that  differ  from  each  other  in  certain  respects. 
In  particular,  both  standards  require  that  the  derivatives  be  identified  as  hedging  specific 
assets,  liabilities,  or  transactions.  These  GAAP  standards  must  be  followed  for  purposes  of 
Y-9C  reports  and  annual  reports  required  under  Section  112  of  FDICIA. 

The  Call  Repdrt  instructions,  have  reporting  requirements  that  differ  from 
GAAP  with  regard  to  domestic  futures  and  forward  contracts  and  written  options.    Under  this 
Call  Report  guidance,  domestic  futures  and  forward  contracts  must  be  marked  to  market,  and 
hedge  accounting  is  not  permitted  except  when  hedging  mortgage  banking  operations.   Hedge 
accounting  for  Call  Report  purposes  is  also  not  permitted  for  options.   However,  the  Call 
Report  follows  GAAP  for  foreign  currency  off-balance-sheet  derivative  instruments  (e.g., 
foreign  currency  futures,  forwards  and  interest  rate  swaps),  thus  permitting  hedge  accounting 
for  these  derivatives.   Accordingly,  the  extent  to  which  present  regulatory  accounting 
standards  take  into  account  the  use  of  derivatives  to  reduce  the  overall  risk  exposure  of  an 
institution  is  limited  to  or,  in  some  cases,  is  more  restrictive  than  current  GAAP  conventions. 
However,  it  should  be  noted  that  even  when  hedge  accounting  is  not  permitted  by  GAAP  or 
Call  Report  requirements,  institutions  can  st      ise  derivatives  to  adjust  their  risk  exposures. 

When  evaluating  market  risks,  the  Federal  Reserve  does  not  consider  OTC 
derivative  instruments  to  be  more  or  less  appropriate  for  hedging  or  trading  purposes  than 
exchange-traded  derivatives.   Either  type  of  instrument  can  be  used  as  hedging  or  trading 
vehicles.   However,  in  evaluating  other  risks  such  as  credit  risk,  liquidity  risk,  operational  risk 
and  legal  risk,  the  Federa.       serve's  supervisory  approach  recognizes  that  banks  assume  a 
larger  burden  of  risk  ma.      ;ment  in  dealing  in  OTC  derivatives  markets  than  in 
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exchange-traded  contracts.    For  example,  examiners  give  careful  review  to  the  credit  risk 
assessnwnt  and  management  process  used  for  OTC  derivatives,  including  ensuring  that  there 
is  sufficient  rigor  in  the  credit  analysis  of  prospective  and  existing  counterparties.   In  addition, 
examiners  assess  whether  sound  approaches  to  credit  risk  reduction  are  utilized,  such  as  for 
the  collateralization  of  transactions  and  the  use  of  legally  enforceable  netting  agreements. 
Analyzing  credit  risk  in  exchange-traded  contracts  presents  different  issues  because  the 
exchange's  clearing  organization  typically  acts  as  the  counterparty.   To  back  up  its  guarantee 
of  contract  performance,  the  clearing  organization  generally  protects  itself  through  margining 
requirements  based  on  daily  marking-to-market  of  contract  values,  capitalization  requirements 
for  clearing  members  and  loss-sharing  rules. 

The  supervisory  ^proach  for  other  risks  also  takes  into  account  differences 
between  OTC  and  exchange-traded  contracts.   While  exchange-traded  contracts  are  standard- 
ized with  regard  to  maturity,  contract  size  and  delivery  terms,  OTC  contracts  are  custom 
tailored  to  the  client's  needs  and  often  specify  commodities  or  instruments  and  maturities  that 
are  not  offered  on  any  exchange.   Therefore,  the  market  risks  associated  with  the  particular 
terms  of  the  contract  must  be  managed  carefully.   It  is  also  important  that  firms  incorporate 
into  their  overall  liquidity  analysis  the  differences  between  the  liquidity  of  contracts  in  OTC 
markets  and  those  of  more  standardized  contracts  on  futures  exchanges,  where  liquidity  is 
generally  higher.   Similarly,  banks  active  in  derivatives  face  qualitatively  different  operational 
and  settlement  risks  in  OTC  than  in  exchange-traded  markets. 
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QUESTION  8)  a) 


Recently  published  reports  on  derivatives  activities,  such  as  the  July  1993  Group  of 
Thirty  report  entitled  Derivatives:  Practices  and  Principles  and  the  May  1993  Institute  of 
International  Finance,  Inc.  (IIF)  report  entitled  An  Integrated  Regulatory  Approach  to 
Derivatives  Activities  stress  the  importance  of  internal  controls  over  regulation  in  many 
areas.   However,  the  Group  of  Thirty  report  has  been  criticized  by  some  for  relying  too 
heavily  on  industry  self-regulation. 


a)         Regarding  banks,  the  IIF  report  states,  for  example,  that  banks  themselves 
should  develop  trading  and  credit  policies  that  set  their  own  risk  limits. 
Do  you  think  that  such  maximum  risk  limits  should  be  set  by  institutions 
or  by  regulators? 


The  basic  tenet  underlving  the  regulatory  approach  taken  by  supervisory 
lorities  in  th.      nited  St  'cs  and  ^      ad  is  that  the  development  of  operating  policies  and 
Di-jiness  strategies  is  a  fundamental  I.^ponsibility  of  a  bank's  directors  and  senior  manage- 
ment.   In  the  context  of  trading  activities,  in  which  strategies  are  integrally  linked  to  the  size 
and  nature  of  the  institution's  risk  taking,  it  is  essential  that  the  bank's  directors  and  manage- 
nt  1)  establish  ■    iicies  w  spect  to  the  setting  of  limits,  ar  :  2)  enforce  maxim       limits 

i^   exposure  that  are  acceptab..  io  them. 

The  evaluation  of  the  risk  management  process  is  an  important  supervisory 
focus.   Supervisory  authorities  should  seek  to  ensure  that  the  bank's  capital,  expertise,  and 
operating  procedures  are  commensurate  with  the  risks  taken.   The  supervisory  evaluation 
involves  subjective  judgments  as  well  as  quantitative  measures.    In  making  that  assessment 
supervisors  should  consider  a  host  of  factors  unique  to  the  individual  institution-factors  such 
as  the  bank's  capital  adequacy,  the  nature  of  its  trading  activities,  the  expertise  of  its  manage- 
ment and  professional  staff,  and  the  capabilities  of  its  management  and  information  systems.  . 

Importantly,  the  market  does  discipline  its  participants,  as  counterparties  reduce 
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exposures  to  institutions  regarded  as  taking  excessive  risks.   This  feedback  mechanism 
encourages  institutions  to  operate  prudently  and  to  develop  information  and  operating  systems 
that  enable  them  to  innovate  and  to  price  and  conduct  their  activities  efficiently.   It  also 
encourages  market  participants  to  enhance  their  understanding  and  management  of  risk  more 
effectively  than  would  regulatory  requirements,  which  might  be  viewed  as  providing  a  "safe 
harbor." 

Given  the  rapid  pace  of  change  in  derivatives  markets,  specific  regulations 
regarding  limits  would  quickly  become  outdated  and,  perhaps  worse,  would  also  tend  to  stifle 
or  discourage  market  innovations.   Such  iiuiovations  add  greatly  to  the  competitiveness  and 
profitability  of  U.S.  banking  organizations.  In  short,  although  supervisory  agencies  as  well  as 
internal  and  external  auditors  all  have  important  roles  in  evaluating  a  bank's  practices  and  risk 
taking,  the  establishment  of  position  limits  is  a  business  judgment  and  is,  in  the  first  instance, 
properly  a  province  of  its  management  and  directors.   Only  when  the  risks  are  perceived  to  be 
unacceptably  high  should  supervisory  authorities  require  lower  limits. 
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QUESTION  8)  b) 


In  general,  to  what  extent,  and  in  what  areas,  do  you  think  regulators  should  rely  on 
internal  controls  versus  regulatory  requirements? 


The  complexity  and  volume  of  derivatives  activities  require  that  a  bank  have 
effective  operating  procedures  and  internal  controls.   Accordingly,  the  assessment  of  these 
procedures  and  controls  represents  an  important  element  of  an  examination  of  derivatives  and 
trading  activities.   Internal  controls  are  important  not  only  for  operations  dealing  with  the 
actual  conduct  and  verification  of  a  transaction,  but  also  with  matters  "incidental"  to  the 
transaction,  such  as  the  effect  of  the  transaction  on  the  overall  liquidity  of  the  institution  and 
the  assessment  of  inherent  legal  and  other  risks  that  are  not  easily  quantified. 

While  it  is  possible  to  enunciate  general  principles  of  risk  management  and 
internal  controls,  the  difficult  task  is  to  apply  these  principles  to  large  trading  portfolios  and 
complex  products.   Beyond  specific  limits  and  controls,  the  risk  nunagement  process  depends 
on  the  structure  and  integrity  of  the  management  information  system,  the  quality  of  manage- 
ment, and  the  adherence  of  individuals  to  established  internal  procedures.  These  factors  are 
best  evaluated  on-site  by  experienced  and  competent  examiners,  rather  than  through  the 
promulgation  of  regulations  that,  in  addition  to  being  burdensome  and  inappropriate  for  many 
institutions,  would  not  necessarily  reduce  risks.   Through  the  examination  process  operating 
weaknesses,  when  identified,  can  be  addressed  in  the  context  of  the  specific  institution. 

One  area  where  the  Federal  Reserve  believes  that  regulatory  standards  are 
appropriate  involves  the  issue  of  capital  adequacy.    However,  here  again,  the  complexity  of 
measuring  market  risk,  combined  with  the  generally  satisfactory  experience  the  commercial 
banking  system  has  had  in  managing  this  risk  in  the  past,  raises  important  questions  about  the 

56 


341 


costs  and  benefits  of  dictating  specific  standards.   Consequently,  when  developing  the 
stnicture  of  the  recently  issued  interest  rate  risk  proposal  the  banking  agencies  sought  to 
niinimize  reporting  burden,  to  focus  on  institutions  taking  exceptionally  high  levels  of  risk, 
and  to  permit,  and  in  some  cases  require,  the  use  of  internal  models  in  measuring  exposures. 
This  approach  tries  to  balance  the  merits  of  providing  specific  minimum  prudential  standards 
with  the  difficulties  and  costs  associated  with  developing  and  administering  them. 
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QUESTION  8)  c) 

Do  you  feel  that  any  of  the  "Recommendations  for  Dealers  and  End-Users"  contained  in 
the  Group  of  Thirty  report  (Recommendations  1-20)  should  be  formally  mandated  by 
regulation?  Please  comment  on  the  different  issues  addressed  in  the  recommendations 
with  specificity. 


Recommendations  1  through  20  in  the  Group  of  30  study  on  derivatives  should 
contribute  importantly  to  a  better  understanding  of  sound  risk  management  and  accounting 
practices  and,  to  the  extent  they  are  adopted  by  banks,  should  help  to  strengthen  the  manage- 
ment and  operating  practices  of  individual  institutions  and  the  financial  system  as  a  whole. 
Representing  the  collective  views  of  key  industry  experts  and  market  participants,  these 
recommendations  should  receive  substantial  attention  throughout  the  banking  system  and 
should  be  carefully  considered  by  the  bank  regulatory  agencies  to  bolster  their  relevant  policy 
statements  and  examination  procedures.   However,  the  appropriate  focus  of  supervisory 
standards  derived  from  public  policy  fundamentals  is  not  identical  to  that  of  the  private  sector 
practitioner  reflected  in  the  Group  of  Thirty  report. 

At  this  time,  the  Federal  Reserve  believes  that  many  of  the  Group's  recommen- 
dations dealing  with  the  management  of  derivatives  activities  by  dealers  and  end-users  are 
useful  recommendations  and  will  consider  these  recommendations  when  reviewing  its  own 
supervisory  policies  and  procedures.   Whether  some  of  these  recommendations  should  be 
reflected  in  some  formal  maruier  is  one  of  many  issues  being  considered. 

The  Group  of  Thirty's  recommendations  represent  one  current  view  as  to  what 
constitutes  good  practice.   As  markets  continue  to  develop  and  as  further  experience  is  gained 
by  industry  participar       '  is  likely  that  these  recommendations  will  be  further  refined.    It  is 
important,  then,  that  tn--  regulatory  framework  not  inadvertently  inhibit  the  development  of 
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further  refinements  or  practices  that  may  be  developed  in  response  to  changes  in  technology, 
products  or  markets.   Specific  regulations  on  risk  management,  for  example,  might  blunt 
initiatives  by  participants  to  innovate  existing  practices  or  create  unintended  risk  as  markets 
change  and  regulations  become  obsolete. 

In  addition,  some  recommendations  may  not  apply  fully  to  all  institutions  and 
if  embodied  in  regulations  c(>uld  produce  unintended  results.   For  example,  although  the 
Federal  Reserve  strongly  supports  the  increased  use  of  master  agreements,  which  is  encour- 
aged in  reconunendation  No.  13,  such  agreements  are  not  always  best   Their  value  relative  to 
specific  counterparties  should  be  determined  on  an  individual  basis,  taking  into  account  the 
enforceability  of  cross-product  netting  and  other  legal  issues  in  the  relevant  jurisdictions. 
Although  recent  U.S.  legislation  helped  substantially  to  remove  uncertainties  surrounding  the 
treatment  of  netting  agreements  under  U.S.  law,  considerable  legal  uncertainties  remain  for 
arrangements  under  foreign  laws  or  with  foreign  counterparties,  even  if  their  offices  are  in  the 
United  States. 

In  general,  existing  laws  and  regulations  already  provide  the  Federal  Reserve 
with  sufficient  authority  to  encourage  banking  organizations  to  adopt  the  Group's  recommen- 
dations and  to  enforce  the  safe  and  sound  operation  of  banks.   Accordingly,  the  Federal 
Reserve  believes  that,  in  general,  the  usefulness  of  incorporating  these  recommendations  into 
formal  regulations  is  small.   For  .example,  many  recontmendations  are  couched  in  necessarily 
subjective  terms: 

No.  9:        End-users  should  adopt  procedures  relevant  to  dealers  "as  appropriate  to  the 
nature,  size,  and  complexity"  of  their  activities. 

No.  15:      Participants  "should  work  together"  to  develop  standards  promoting  the  enforce- 
ability of  transactions. 
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No.  16:      Professionals  should  have  "appropriate  experience,  skill  levels,  and  ...  special- 
ization" 

No.  17:      Systems  should  be  "adequate"  and  transactions  conducted  in  an  "orderly  and 
efficient  manner." 

Although  these  and  other  recommendations  reflect  excellent  advice,  they  are  either  already 

more  broadly  covered  under  existing  or  proposed  regulations  or  do  not  lend  themselves 

readily  to  meaningful  regulations.   Moreover,  where  provisions  are  more  objective,  as  in    ^ 

Number  18,  which  urges  managements  to  designate  individuals  that  have  authority  to  commit 

their  institutions  to  transactions,  the  report  itself  (also  appropriately)  emphasizes  that  such 

actions  could  be  undermined  by  other  factors  and  are  "no  substitute  for  appropriate  internal 

controls." 

Indeed,  the  importance  of  sound  internal  controls  is  paramount  in  conducting 
trading  and  derivatives  activities  in  a  prudent  manner.    Proposed  safety  and  soundness 
regulations  under  section  132  of  FDICIA  cover  internal  controls  and  internal  audit  systems 
and  should  provide  adequate  standards  for  judging  the  adequacy  of  internal  control  systems 
relating  to  derivatives  during  the  examination  process.   Importantly,  these  safety  and 
soundness  standards  do  not  specify  each  operational  and  managerial  procedure  an  institution 
must  have  in  place  but,  rather,  would  establish  the  ends  that  proper  operations  and  manage- 
ment shall  achieve  while  leaving  the  means  to  each  institution.   Such  an  approach  would 
avoid  regulations  that  become  quickly  outmoded  or  that  slow  the  rate  of  change  and  innova- 
tion necessary  to  control  risk  in  evolving  markets. 

In  tiie  area  of  accounting  and  disclosure  standards,  the  banking  agencies,  the 
accounting  profession,  and  the  SEC  are  able  to  use  their  general  regulatory  authority  to 
accomplish  much  of  the  intended  results  and  should  continue  to  urge  new  standards  that  are 
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necessary  as  new  products  emerge.    The  Federal  Reserve  generally  believes  that  the  use  of 
such  existing  authority  represents  a  more  flexible  and  timely  way  of  addressing  accounting 
and  disclosure  requirements  in  the  complex  and  rapidly  developing  market  for  doivatives 
than  would  the  adoption  of  additional  regulations.   For  example,  the  banking  agencies  can 
require  banking  organizations  to  submit  information  in  publicly  available  regulatory  financial 
reports  through  the  report's  instructions  rather  than  regulatory  mandates.   While  every  effort 
is  made  to  maintain  consistency  with  generally  accepted  accounting  standards,  there  are 
occasions  where  prudential  supervisory  considerations  demand  nmre  conservative  treatment, 
and  our  reporting  instructions  so  dictate.   As  pointed  out  in  the  response  to  question  l)b),  the 
agencies  are  investigating  areas  for  enhanced  disclosure  of  derivative  information. 

With  regard  to  reporting  risk  measures.  Recommendation  No.  S  states  that 
market  risk  is  best  measured  using  "value  at  risk,"  defined  as  "the  expected  loss  from  an 
adverse  market  movement  with  a  specified  probability  over  a  particular  period  of  time." 
The  Federal  Reserve  fully  recognizes  the  importance  of  this  concept  and  its  relevance  for 
supervising  and  controlling  market  risks.   We  would  note  that  this  measure  is  already 
embodied  in  regulations  proposed  by  the  banking  agencies  involving  ci^ital  standards  for 
interest  rate  risk.   Moreover,  evaluation  of  a  bank's  estimates  of  earnings  at  risk  is  an 
important  element  in  an  examiner's  evaluation  of  trading  activities. 


61 


346 


QUESTION  9) 

Please  comment  on  the  four  "Recommendations  for  Legislators,  Regulators,  and 
Supervisors"  contained  in  the  July  1993  Group  of  Thirty  report  (Recommendations  21- 
24)  as  they  are  relevant  to  your  agency.   Please  comment  on  each  recommendation 
separately. 


Recommendation  21  -    Regulators  and  supervisors  should  recognize  the  benefits  of  netting 
arrangements  where  and  to  the  full  extent  they  are  enforceable,  and  encourage  their  use  by 
reflecting  these  arrangements  in  capital  adequacy  standards.  Specifically,  they  should 
promptly  implement  the  recognition  of  the  effectiveness  of  bilateral  close-out  netting  in  bank 
capital  regulations. 

The  Group  of  Thirty  recommendation  is  consistent  with  the  April  1993 
recommendation  of  the  Basle  Committee  on  Banking  Supervision.   In  a  consultative  proposal 
entitled  "The  Prudential  Supervision  of  Netting,  Market  Risk,  and  Interest  Rate  Risk,"  the 
Basle  Committee  recommended  that  bank  supervisors  recognize  bilateral  close-out  netting,  in 
addition  to  netting  by  novation,  for  the  purpose  of  calculating  risk-based  capital.  The  Basle 
Committee  recommendation  would  require  a  bank  to  satisfy  its  supervisor  that  (1)  its  netting 
contract  provides  for  netting  of  unrealized  gains  and  losses  in  the  event  of  the  counterparty's 
default,  (2)  it  has  obtained  written  and  reasoned  legal  opinions  that  such  netting  would  be 
upheld  in  relevant  jurisdictions,  and  (3)  it  has  procedures  in  place  to  ensure  that  its  netting 
arrangements  are  kept  under  review  in  light  of  changes  in  relevant  laws. 

The  Board  is  currently  developing  proposals  to  amend  its  risk-based  capital 
guidelines  to  conform  to  the  Basle  Conrunittee  recommendation.    Such  a  proposed  amendment 
would  also  be  consistent  with  the  Group  of  Thirty  recommendation.   The  Board  is  working 
jointly  with  the  other  bank  regulatory  agencies  in  this  effort  to  ensure  consistent  capital 
guidelines  across  the  banking  industry. 
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Recommendation  22  ■  Legislators,  regulators,  and  supervisors,  including  central  banks, 
should  work  in  concert  with  dealers  and  end-users  to  identify  and  remove  any  remaining 
legal  and  regulatory  uncertainties  with  respect  to:  ^ 

0  The  form  of  documentation  required  to  create  legally  enforceable  agreements 

(statute  of  frauds). 

o  The  capacity  of  parties,  such  as  government  entities,  insurance  companies, 

pension  funds,  and  building  societies,  to  enter  into  transactions  (ultra  vires). 

o  The  enforceability  of  bilateral  close-out  netting  and  collateral  arrangements  in 

bankruptcy. 

o  The  enforceability  of  multi-branch  netting  arrangements  in  bankruptcy. 

o  The  legality/e/rforceability  of  derivatives  transactions. 

The  Board  and  other  federal  regulatory  agencies  have  sought  to  identify  issues 
that  raise  concerns  regarding  systemic  risk  and  the  subility  of  regulated  institutions  and  the 
fmancial  markets,  and  have  proposed  or  supported  legislative  or  regulatory  measures  needed 
to  address  such  issues.   Issues  relevant  to  the  derivatives  markets  that  have  been  addressed  by 
the  Board  and  other  federal  agencies  have  included  those  relating  to  the  enforceability  of 
netting  contracts  and  to  the  legality  of  OTC  derivatives  under  the  Commodity  Exchange  Act. 
The  Board  expects  to  continue  to  examine  issues  concerning  derivative  instruments  and, 
where  appropriate,  to  propose  legislative  or  regulatory  measures  to  address  systemic  risk  and 
related  concerns. 

A  number  of  other  legal  issues,  however,  such  as  the  powers  of  municipalities 
and  insuraiKe  companies  to  engage  in  derivatives  transactions,  are  state  law  matters  in  which 
the  imposition  of  a  federal  standard  may  not  be  justified.   Such  issues  should  be  addressed  by 
affected  dealers  and  end-users  at  the  appropriate  level  of  government,  with  participants 
restricting  their  activities  appropriately  until  such  uncertainty  is  resolved. 
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Recommendation  23  -  Legislators  and  tax  authorities  are  encouraged  to  review  and,  where 
appropriate,  amend  tax  laws  and  regulations  that  disadvantage  the  use  of  derivatives  in  risk 
management  strategies.   Tax  impediments  include  the  inconsistent  or  uncertain  tax  treatment 
of  gains  or  losses  on  the  derivatives,  in  comparison  with  the  gains  and  losses  that  arise  from 
the  risks  being  managed. 


Under  the  tax  code,  capital  gains  or  losses  arise  from  the  sale  or  exchange  of 
property  which  is  a  capital  asset.    In  1988  the  Supreme  Court  in  Arkansas  Best  advanced  a 
literalist  interpretation  of  the  definition  of  capital  asset,  thereby  narrowing  the  exceptions  to 
that  definition  so  that  many  transactions  in  derivatives  would  be  viewed  as  giving  rise  to 
capital  gains  or  losses  rather  than  ordinary  income  or  losses.  This  decision  created  significant 
concern  and  uncertainty  in  the  financial  markets  over  the  tax  treatment  of  hedging  transac- 
tions.  Prior  to  that  case,  taxpayers  had  assumed,  relying  in  part  on  an  earlier  Supreme  Court 
case.  Com  Products,  that  financial  instruments  used  to  hedge  business  risks  would  receive 
ordinary  tax  treatment  if  they  had  been  purchased  for  a  business  purpose,  while  Arkansas  Best 
seemed  to  suggest  that  many  hedging  transactions  would  give  rise  to  capital  losses  that  could 
not  be  offset  against  ordinary  income.    In  other  words,  a  taxpayer  could  be  liable  for  taxes  on 
a  transaction  that  generates  no  net  income. 

The  recent  Tax  Court  decision  in  FNMA  v.  Commissioner  has  provided  some 
comfort  to  the  financial  markets  by  interpreting  Arkansas  Best  to  permit  the  statutory 
exceptions  to  the  definition  of  capital  asset  to  be  construed  liberally.  The  Tax  Court  further 
concluded  that  even  property  that  does  not  fall  within  any  of  the  statutory  exceptions  should 
receive  ordinary  tax  treatment  if  it  is  "integrally  related"  to  the  underlying  property  which  is 
excluded.  The  decision  in  FNMA  has  not  resolved  all  of  the  uncertainty,  however,  and 
legislative  or  administrative  action  may  be  appropriate.  Absent  such  action,  for  instruments 
or  transactions  about  which  the  tax  law  is  unclear,  taxpayers  are  in  the  position  of  taking  a 
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gamble  as  to  the  ultimate  tax  treatment.   Further,  where  ordinary  income  treatment  is  not 

available,  the  benefits  of  hedging  as  a  risk-reducing  tool  are  decreased. 

Recommendation  24  -    Accounting  standards-setting  bodies  in  each  country  should,  as  a 
matter  of  priority,  provide  comprehensive  guidance  on  accounting  and  reporting  of  transac- 
tions in  financial  instruments,  including  derivatives,  and  should  work  towards  international 
harmonization  of  standards  on  this  subject.  Also,  the  International  Accounting  Standards 
Committee  should  finalize  its  accounting  standard  on  Financial  Instruments. 

The  Board  agrees  that  reaching  an  international  accord  on  accounting  standards 

for  derivative  instruments  is  desirable.   However,  we  believe  that  the  International  Accounting 

Standards  Committee  (lASC)  should  work  closely  with  the  bank  supervisory  agencies  of  those 

nations  with  significant  derivatives  markets  in  setting  uniform  accounting  rules  to  ensure  that 

supervisory  concerns  about  derivatives  are  fully  considered  by  the  lASC  and  adequately 

addressed  in  any  final  lASC  standards. 
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QUESTION  10) 

If  the  July  1993  Group  of  Thirty  "Recommendations  for  Dealers  and  End  Users" 
(Recommendations  1-20)  are  not  implemented  by  regulation,  are  there  adequate 
mechanisms  in  place  to  ensure  that  such  recommendations  will  be  self-implemented? 
Concern  has  arisen  regarding  whether  or  not  one  can  depend  solely  on  the  forces  of 
managerial  incentives  to  motivate  firms  to  incur  the  implementation  costs  of  the 
recommendations.   Does  your  agency  believe  that  mechanisms,  such  as  periodic  surveys 
of  industry  practice,  a  timetable  for  implementation,  or  a  monitor  of  such  actions  are 
warranted? 


The  Federal  Reserve  believes  it  would  be  desirable  for  major  market  partici- 
pants, both  dealers  and  end-users,  to  adopt  practices  that  are  generally  consistent  with  most  of 
the  Group  of  Thirty  recommendations.   The  importance  of  the  Group's  report  is  that  it 
represents  a  consensus  on  good  practices  that  can  be  used  as  a  foundation  for  standards 
against  which  major  financial  firms  and  many  end-users  will  be  measured  by  their  boards  of 
directors,  customers,  rating  agencies,  and  peers. 

Toward  that  end,  the  Federal  Reserve  would  welcome  further  private  sector 
initiatives  designed  to  facilitate  implementation  of  many  of  the  recommendations.   In  this 
connection,  it  is  noteworthy  that  the  Group  of  Thirty  has  in  the  past  been  effective  in 
developing  mechanisms  to  monitor  industry  practices  and  implement  its  previous  recommen- 
dations in  other  areas.   Some  of  its  most  effective  efforts  have  dealt  with  the  securities 
clearance  process.   We  would  expect  and  encourage  further  follow-up  efforts  by  the  Group  in 
this  nKist  recent  undertaking.   For  their  part,  the  banking  industry,  financial  analyst  and 
accounting  professions  can  also  do  much  to  ensure  the  adoption  of  key  reconunendations. 
Indeed,  several  accounting  initiatives  dealing  with  market  risk  and  derivatives  activities  have 
recently  been  adopted  or  are  being  actively  debated  by  these  groups,  as  suggested  in  dte 
response  to  Question  8. 
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As  this  question  suggests,  however,  such  internal  and  industry  pressures  may 
not  by  themselves  adequately  ensure  that  sound  risk  management  and  disclosure  practices  will 
be  adopted  by  all  major  firms  or  by  other  firms  whose  specific  activities  warrant  implementa- 
tion of  some  or  all  of  the  recommendations.   Consequently,  in  fulfilling  our  oversight 
responsibilities,  the  Federal  Reserve  and  the  other  regulatory  agencies  will  thoroughly 
consider  these  recommendations  and  some  will  be  reflected  in  supervisory  policies  and 
examination  procedures  as  appropriate.   This  supervisory  process  will  further  facilitate 
adoption  of  improved  practices  throughout  the  banking  system. 

However,  the  practices  recommended  in  the  report  already  coincide  to  some 
extent  with  existing  managerial  and  supervisory  concepts  of  sound  risk  management  practice. 
As  indicated  by  the  Group's  survey,  a  number  of  major  market  participants  already  adhere  to 
many  or  most  of  the  recommended  standards,  and  key  elements  of  the  recommendations  are 
embodied  in  current  supervisory  procedures.   Indeed,  supervisory  standards,  procedures,  and 
proposed  requirements  dealing  with  derivatives  activities  in  many  cases  go  beyond  those 
recommended  in  the  Group's  report,  as  illustrated  by  the  collection  of  supplementary 
materials  provided  as  attachments  to  these  questions.   Ongoing  international  efforts  conducted 
under  the  auspices  of  the  Bank  for  International  Settlements  can  also  be  expected  to  provide 
financial  institutions  throughout  the  world  with  added  incentives  to  consider  and  adopt  key 
recommendations  of  the  report  such  as  the  adoption  of  bi-lateral  close-out  nettings  and  the  use 
of  value  at  risk  measures. 
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QUESTION  11) 


Please  comment  on  whether  institutions  should  be  required  to  establish  separately' 
capitalized  subsidiaries  to  conduct  derivatives  activities. 


The  primary  reason  for  requiring  banks  to  conduct  certain  activities  in 
separately  capitalized  subsidiaries  is  to  shield  the  bank  from  the  risk  of  loss  that  might  result 
directly  from  activities  that  pose  mon  than  normal  banking  risk.   Experience  to  date  does  not 
suggest  that  derivatives  activities  expose  banks  to  risks  of  sufficient  magnitude  that  they 
should  be  required  to  establish  separately-capitalized  subsidiaries  to  conduct  these  activities. 
In  fact,  derivatives  activities  have  been  a  consistent  source  of  profitability  for  the  banking 
industry.  For  example,  income  from  foreign  exchange  activities,  whether  i>erforTned  for 
customers  or  a  bank's  own  account,  has  historically  been  a  stable  source  of  profits  for  some 
banks.   Derivative  products  are  closely  related  to  the  traditional  business  of  banking  and 
provide  a  means  for  managing  currency,  and  interest  rate  risks  ~  risks  that  regularly  factor 
into  the  international  banking  business.   As  a  result,  banks  are  familiar  with  the  management 
of  risk  in  the  markets  underlying  derivative  instruments,  such  as  cunency  and  interest  rate 
swaps,  options,  and  forwards.   Moreover,  derivatives  can  be  used  to  manage  an  institution's 
exposure  to  currency  and  interest  rale  risk  that  result  from  its  other  activities. 

Requiring  separate  subsidiaries  for  the  conduct  of  derivatives  activities  might 
hamper  the  global  competitiveness  of  U.S.  banking  organizations.   One  of  the  principal 
objectives  of  the  Basle  Accord  was  to  create  a  more  "level  playing  field"  in  international 
flnancial  competition.   Requiring  U.S.  banking  organizations  to  conduct  derivatives  activities 
only  through  separately  capitalized  subsidiaries,  could  disadvantage  U.S.  banks  in  the 
international  derivatives  market  and  undermine  their  long  term  profitability. 
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QUESTION  12) 

Do  you  believe  the  netting  provisions  contained  in  the  Bankruptcy  Code.  FIRREA,  and 
FDICIA  should  be  conformed  to  a  single  standard?    Do  the  netting  provisions  in  these 
statutes  adequately  cover  all  situations?    If  not,  what  situations  do  and  don't  they  cover? 

The  U.S.  Bankruptcy  Code,  FIRREA,  and  FDICIA  all  contain  provisions 
regarding  the  netting  of  obligations  between  financial  market  participants  in  the  event  that  one 
of  the  participants  fails.    It  may  be  desirable  to  have  a  single  standard  as  to  what  types  of 
netting  contracts  are  covered.    Uniformity  would  help  provide  cenainty  to  financial  market 
panicipants  regarding  the  extent  of  netting  coverage. 

The  FDICIA  provisions  are  the  most  comprehensive,  validating  both  bilateral 
and  multilateral  netting  in  the  event  of  a  default.   Neither  FIRREA  nor  the  Bankruptcy  Code 
explicidy  covers  both  bilateral  and  multilateral  netting.   The  FDICIA  provisions  are  designed 
to  promote  efficiency  and  reduce  risk  in  the  financial  markets.   They  apply  to  financial 
institutions  and  to  clearing  organizations  whose  members  are  financial  institutions.    Financial 
institutions  are  defined  as  depository  institutions,  securities  brokers  or  dealers,  futures 
commission  merchants,  or  other  institutions  as  determined  by  the  Board.   The  Board  has 
requested  comment  on  a  proposed  regulation  to  expand  the  definition  of  financial  institution 
to  include  financial  market  participants  that  meet  certain  market-activity  tests.    (58  FR  29149, 
May  29,  1993).   The  FDICIA  netting  provisions  apply  broadly  to  any  netting  contract 
governed  by  U.S.  federal  or  state  law  that  provides  for  netting  present  or  future  payment 
obligations  (including  liquidation  or  close-out  values)  among  the  parties  to  the  contract.   The 
FDICIA  netting  provisions  apply  to  all  valid  netting  contracts  between  covered  parties, 
notwithstanding  any  other  provision  of  law, 

FIRREA  amended  the  Federal  Deposit  Insurance  Act  to  allow  parties  to 
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liquidate  or  net  obligations  under  a  qualified  fuiancial  contract  when  the  counterparty  is  a 
depository  institution  for  which  the  FDIC  has  been  appointed  receiver.   Unlike  the  FDICXA 
provisions,  FIRREA  allows  netting  by  any  party  to  a  contract  with  a  failed  depository 
institution,  not  just  by  financial  institutions.   However,  the  FIRREA  definition  of  qualified 
financial  contract  is  narrower  than  the  FDICLA  netting  contract  definition.   A  qualified 
financial  contract  means  any  securities  contract,  commodity  contract,  forward  contract, 
repurchase  agreement,  swap  agreement,  or  similar  agreement  as  determined  by  the  FDIC.   It 
is  not  clear  whether  the  FIRREA  provisions  would  apply  to  federal  funds  transactions  or  spot 
contracts,  as  would  the  FDICLA  provisions. 

The  Bankruptcy  Code  allows  exceptions  to  its  automatic  stay  provisions'*  for 
certain  types  of  financial  contracts.   In  the  event  of  the  bankruptcy  of  one  party,  the  Code 
allows  counterparties  to  exercise  their  contractual  rights  to  liquidate  securities  contracts, 
commodities  contracts,  forward  contracts,  repurchase  agreements,  and  swap  agreements.   The 
Bankruptcy  Code  applies  to  virtually  all  failed  entities,  with  the  primary  exceptions  of 
depository  institutions  and  insurance  companies.  Like  FIRREA,  it  is  unclear  whether  the 
Bankruptcy  Code  would  apply  to  federal  funds  transactions  or  spot  contracts. 


"  The  Bankruptcy  Code  generally  bare  all  effons  lo  collect  pfe-petition  debts  from  a  debtor  or  from  the  propcny 
of  a  bankruptcy  estate.  This  automatic  stay  arises  immediately  upon  the  filing  of  a  voluntary  petition;  a  court  order  is 
not  necessary. 
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QUESTION  13) 

Recommendations  contained  in  the  July  1993  Group  of  Thirty  Report  (Recommendation 
20)  and  elsewhere  state  that  until  harmonized  accounting  and  disclosure  standards  are 
set,  certain  disclosures  should  be  made  by  dealers  and  end-users.  Although  a  disclosure 
regarding  credit  risk  is  recommended,  a  similar  disclosure  for  market  risk  is  not 
mentioned.   Should  a  summary  measure  of  market-risk  exposure  be  disclosed?   If  so, 
what  form  should  such  a  measure  take? 


As  pointed  out  in  the  Working  Paper  of  the  Accounting  and  Reporting 
Subcommittee  of  the  Group  of  Thirty,  a  number  of  practical  considerations  present  significant 
challenges  in  disclosing  exposures  to  market  risk.   Most  of  these  difficulties  arise  out  of 
concern  regarding  the  competitive  sensitivity  and  the  potential  reporting  burden  that  such 
disclosure  might  entail.   Nevertheless,  these  difficulties  do  not  appear  insurmountable  and 
greater  efforts  need  to  be  directed  toward  this  important  aspect  of  financial  disclosure.   In 
particular,  methods  for  reporting  meaningful  assessments  of  "value  at  risk"  need  to  be  fully 
explored.  To  this  end,  efforts  are  being  taken  by  regulatory  agencies  both  domestically  and 
abroad  to  explore  these  issues  for  supervisory  purposes  by  advancing  for  public  comment 
various  capital  assessment  approaches  for  market  risks  that  involve  scenario  analysis  of  an 
institution's  value  at  risk.   As  pointed  out  in  the  responses  to  previous  questions,  the  domestic 
proposal  on  interest  rate  risk  and  international  proposals  on  traded  debt  and  foreign  exchange 
involve  such  estimations.   However,  in  neither  case  have  final  detenninations  been  made. 

Even  when  regulatory  measures  are  determined,  institutions  may  have  legiti- 
mate concerns  about  representing  them  as  the  appropriate  risk  measure  because,  while  they 
may  be  adequate  for  supervisory  purposes,  they  have  shortcomings  and  reflect  many  assump- 
tions and  simplifications  made  in  the  interest  of  minimizing  regulatory  burden.    In  the  context 
of  the  domestic  proposal,  these  concerns  should  be  eased  somewhat,  especially  in  the  case  of 
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large  institutions,  because  the  proposal  would  permit  institutions  to  use  their  internal  models 
to  measure  risk.'* 

The  question  of  whether  an  institution  should  disclose  any  market  risk  measure 
derived  from  internal  models  is  one  the  federal  banking  agencies  have  issued  for  public 
comment  in  connection  with  their  proposal  for  interest  rate  risk.   Pending  industry  conunents, 
the  Federal  Reserve  is  undecided  about  the  specific  nature  of  such  disclosures.   Nevertheless, 
we  would  encourage  institutions  to  disclose  both  qualitative  and  quantitative  measures  of 
market  risk  and  believe  that  more  institutions  will  increase  their  disclosures  as  a  consensus 
builds  regarding  the  nature  of  proper  and  adequate  disclosures.   Generally,  such  disclosures 
should  address  exposures  to  a  number  of  both  rising  and  declining  rate  environments  in  order 
to  convey  the  asymmetries  in  the  sensitivity  of  their  on-  and  off-balance-sheet  positions. 
Disclosures  should  also  discuss  the  nature  of  the  stress  tests  used  to  measure  exposure.  The 
agencies  are  also  considering  disclosures  pursuant  to  authority  granted  by  section  112  of 
FDICIA. 

Of  course,  the  market  itself  encouragrs  enhanced  disclosure.   Market  partici- 
pants are  reluctant  to  accept  as  counterparties  those  firms  that  do  not  provide  meaningful  and 
sufficient  information  regarding  their  creditworthiness. 


"  Inteinal  models  could  be  used  provided  that  examiners  had  detennined  that  the  model  adequately  addressed 
the  risks  incurred  by  the  institution  and  that  the  model  effectively  measured  value  at  risk  under  a  specific  scenario. 
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QUESTION  14) 

Please  comment  on  the  notion  of  establishing  a  clearinghouse  offset  mechanism  for 
swaps  transactions.   How  would  a  clearinghouse  offset  separately  affect  dealers  and  end- 
users?  Would  either  benefit  more  than  the  other? 


In  financial  markets,  a  clearinghouse  is  a  mechanism  that  may  be  used  for 
confirming  transactions  among  counterparties,  calculating  settlement  positions,  managing  cash 
and  collateral  associated  with  settlements,  and  providing  risk  management  services.    Many 
clearinghouses  perfonn  some  sort  of  explicit  or  implicit  multilateral  netting  of  positions, 
provide  guarantees  of  settlement,  or  both.   Clearinghouses  have  the  potential  to  reduce 
operational  costs,  counterparty  credit  risks,  and  liquidity  risks  in  the  markets  they  serve.    By 
netting  transactions,  guaranteeing  settlement  and  concentrating  market  settiement  activity, 
however,  clearinghouses  may  also  give  rise  to  systemic  risks. 

The  Federal  Reserve,  together  with  other  G-10  central  banks,  has  encouraged 
efforts  to  strengthen  multilateral  netting,  payment,  and  settiement  systems,  such  as  clearing- 
houses, so  that  these  systems  act  to  reduce  and  contain  potential  systemic  problems  rather 
than  to  transmit  such  problems  to  other  markets  and  institutions.    Along  these  lines,  the 
central  banks  of  the    G-10  countries  published  a  report  in  1990  entitled  "Report  of  the 
Committee  on  Interbank  Netting  Schemes  of  the  Central  Banks  of  the  Group  of  Ten  Coun- 
tries" (Lamfalussy  Report).   That  report  identified  a  number  of  minimum  standards  for  the 
structiuing  of  multilateral  cross-border  and  multi-currency  netting  systems.   The  report  could 
serve  as  a  useful  starting  point  in  evaluating  the  soundness  of  any  specific  industry  proposal 
for  a  swaps  clearinghouse. 

The  notion  of  a  clearinghouse  for  swaps  or  other  OTC  derivative  transactions 
occasionally  has  been  mentioned  by  various  market  participants.   To  date,  however,  no  firm 
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proposal  for  creating  a  swaps  clearinghouse  has  been  put  forward.   In  theory,  such  a  clearing- 
house may  produce  a  number  of  benefits  for  the  market   First,  market  makers  may  be  able  to 
reduce  their  counterparty  risk  exposures  for  given  transaction  volumes,  if  clearinghouse 
anangements  provide  for  legally  supportable  netting  or  guarantees  of  settlement   Second, 
clearinghouses  may  provide  for  enhanced  risk  management  including  both  credit  and  liquidity 
risk  management  Third,  clearinghouse  arrangements  that  provide  for  enhanced  risk  manage- 
ment may  increase  the  ability  of  a  larger  number  of  organizations  to  participate  in  the  market 
All  of  these  factors  may  well  allow  increased  trading  volumes  for  given  levels  of  capital 
committed  to  the  market  and  may  therefore  tend  to  increase  market  liquidity.   (On  the  other 
hand,  some  may  view  such  increases  in  liquidity,  including  greater  trading  on  the  same  capital 
base,  as  allowing  greater  "leverage".)   Fourth,  a  clearinghouse,  through  its  rules  and  proce- 
dures, may  tend  to  standardize  industry  practices  and  "back-office"  systems,  leading  to  further 
operational  cost  savings  for  the  market   Fifth,  a  well-developed  clearinghouse  might  provide 
useful  self-regulatory  functions,  as  well  as  acting  as  a  source  of  market  information  for 
supervisors  and  regulators.   Rnally,  a  clearinghouse  might  facilitate  the  prompt  closing  of  a 
failed  participant's  positions,  thereby  tending  to  limit  potential  losses  to  creditors  and  reduce 
the  likelihood  of  market-wide  disturbances.   Along  with  these  potential  benefits  to  the  market 
there  are  undoubtedly  technical  and  business  issues  that  would  need  to  be  overcome  in  setting 
up  clearinghouse  arrangements. 

If,  instead  of  achieving  reductions  in  actual  credit  and  liquidity  exposures 
which  participants  would  experience  in  the  event  of  a  counterparty  default  multilateral  netting 
through  a  clearinghouse  merely  obscures  the  level  of  exposures,  then  such  an  arrangement  has 
the  potential  to  contribute  to  an  increase  in  systemic  risk.   Moreover,  even  when  actual 

-74- 


359 


exposures  are  reduced,  multilateral  netting  systems  can  shift  and  concentrate  risks  in  ways 
that  could  increase  systemic  risk  by  increasing  the  likelihood  that  one  institution's  failure  will 
undermine  the  condition  of  others.   The  degree  of  systemic  risk  in  multilateral  anangements 
depends  on  the  strength  of  the  incentives  for  the  netting  provider  and  the  participants  to 
manage  their  exposures  and  on  the  strength  of  the  risk  management  system  employed. 

As  a  general  matter,  dealers,  end-users,  and  financial  markets  generally  are 
likely  to  benefit  from  the  clearing  arrangements  provided  by  a  properly  designed  clearing- 
house. The  distribution  of  benefits  would  depend  on  the  details  of  a  particular  proposal. 
Given  the  potential  risk  exposures  and  the  likely  complexity  of  the  risk  management  aspects 
of  a  swaps  clearinghouse,  however,  any  specific  proposal  put  forward  by  market  participants 
would  need  to  be  carefully  reviewed  and  analyzed  by  the  appropriate  supervisors  and 
regulators.   The  Federal  Reserve,  as  the  central  bank,  would  be  especially  concerned  about  the 
systemic  risk  implications  of  clearinghouse  anangements  and  the  potential  affect  of  any 
arrangement  on  the  stability  of  payment  systems  and  the  integrity  of  financial  markets. 
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QUESTION  15) 

Are  there  adequate  mechanisms  currently  in  place  to  protect  unsophisticated  end-users 
of  derivative  products?  If  not,  what  are  your  recommendations? 


With  regard  to  exchange  traded  derivatives  instruments,  the  Conunodities 
Futures  Trading  Act  and  CFTC  regulatory  controls  currendy  in  place  appear  to  be  adequate 
for  protecting  unsophisticated  end  users. 

For  OTC  derivatives  markets  there  are  several  mechanisms  that  currendy  limit 
the  participation  of  certain  end  users.  As  an  initial  matter,  the  exemption  from  the  Commodi- 
ty Exchange  Act  provided  by  the  CFTC  for  swaps  and  related  OTC  derivatives  covers  only 
transactions  entered  into  between  "eligible  swap  participants,"  which  generally  are  limited  to 
commercial  and  financial  entities  and  other  participants  that  are  considered  to  have  relatively 
high  levels  of  financial  expertise.   More  specifically,  "eligible  swap  participants"  are  defined 
by  the  CFTC  to  include:   depository  institutions,  trust  companies,  insurance  companies, 
investment  companies,  commodity  pools,  corporations  and  other  business  organizations  that 
have  total  assets  exceeding  $10,000,000  or  that  meet  certain  other  criteria,  employee  benefit 
plans  witfi  assets  of  at  least  $5,000,000  or  the  investments  of  which  are  managed  by  certain 
regulated  entities,  governmental  entities,  broker-dealers,  futures  commission  merchants  and 
floor  brokers  and  traders,  or  natural  persons  with  total  assets  exceeding  $10,000,000." 

A  more  fundamental  limitation  on  participation  in  the  OTC  derivatives  markets 
to  financially  sophisticated  end-users  is  that  each  counterparty  to  a  swap  or  similar  transaction 
is  exposed  to  the  credit  risk  of  its  counterparty  for  the  entire  term  of  the  swap.   UniJce 
trading  markets,  such  as  the  securities  markets,  where  buyers  and  sellers  have  no  continuing 


~   12  CFR  35.1(bK2)  (as  added  by  58  FR  5587  (January  22,  1993). 
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exposure  after  settlement  of  a  transaction,  a  participant  in  a  swap  or  similar  transaction  has  a 
continuing  exposure  to  the  non-performance  of  its  counterparty  for  the  duration  of  the 
contract.^  This  exposure  provides  dealers  and  other  swap  participants  with  a  strong  incentive 
to  satisfy  themselves  that  their  counterparties  are  sufficiently  able  to  handle  the  risks 
associated  with  the  derivatives  transactions  in  which  they  are  engaged,  particularly  where 
lines  are  established  to  cover  multiple  transactions. 

Beyond  these  barriers  to  either  entry  or  active  participation  in  the  OTC  deriva- 
tives markets,  past  experience  does  not  appear  to  justify  additional  protective  measures  for 
end-users.   Further,  suitability  rules  similar  to  those  applied  to  the  securities  markets  may  be 
difficult  to  develop.   End-users  of  derivative  products  cover  an  extremely  broad  spectrum,  and 
the  level  of  sophistication  of  an  end-user  with  respect  to  derivative  instruments  is  not 
necessarily  related  to  the  size,  net  worth,  or  nature  of  the  organization.   Some  end  users 
engage  in  a  very  limited  number  of  transactions  tailored  to  cover  particular  exposures  or  in 
connection  with  sp>ecific  transactions.   For  example,  an  interest  rate  swap  may  be  used  to 
lower  the  funding  risks  of  an  issuer  of  floating-rate  bonds.   Such  a  transaction  could  require 
relatively  limited  knowledge  of  derivatives  on  the  part  of  the  end  user,  while  lowering  its 
exposure  to  the  risk  of  rising  interest  rates.   Other  end  users  with  greater  experience  and  more 
complex  sources  of  exposure  may  use  OTC  derivatives  products  much  more  actively  in  their 
overall  risk  management   Given  the  broad  range  of  entities  that  can  legitimately  benefit  from 
the  use  of  derivative  instruments,  it  would  be  difficult  to  develop  standards  to  protect 


"  While  both  parties  to  a  swap  have  exposure  to  one  another,  the  risks  associated  with  option  contracts  are 
asymmetrical.  The  buyer  of  an  option  is  exposed  to  the  risk  of  non-performance  by  its  counterparty  until  expiration 
or  exercise  of  the  option,  but  the  seller  of  the  option  has  no  exposure  to  the  buyer  once  the  option  premium  has  been 
paid. 
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unsophisticated  parties  that  would  not  also  inhibit  their  efforts  to  reduce  risks.^' 

While  further  protective  measures  do  not  appear  to  be  necessary  in  the  current 
market,  as  the  OTC  markets  expand  it  may  be  appropriate  to  consider  other  measures  to 
assure  that  end-users  are  aware  of  the  risks  of  the  transactions  they  enter  into.   Perhaps  the 
most  effective  vehicle  for  protecting  unsophisticated  end-users  is  education.   It  is  our 
understanding  that  there  are  a  number  of  industry  sponsored  educational  efforts  currently 
underway  or  in  the  planning  stages.   If  these  educational  efforts  are  successful,  end-users 
should  have  a  better  understanding  of  the  appropriate  use  of  derivatives  in  risk  management 
and  will  be  more  aware  of  the  risks  they  assume  when  entering  into  a  derivatives  contract 


"  This  difficiilty  is  reflected  in  (he  experience  of  the  CFTC  with  users  of  exchange-traded  derivatives.  The 
CFTC  withdrew  its  proposal  for  a  "suitability'  standard  for  application  to  users  of  futures  contracts,  indicating  that 
it  had  not  been  able  to  develop  'meaningful  standards  of  universal  application*  at  that  time.  43  FR  31886,  31888 
(July  24, 1978).  The  National  Futures  Association  also  attempted  to  formulate  a  'suitability*  standard,  but  ultimately 
adopted  a  'know-yow-customer'  rule  in  combination  with  disclosure  requirements.  See  memorandum  of  March  14, 
1986,  to  the  CFTC  concerning  Proposed  NFA  Compliance  Rule  2-30.  The  NFA  "know-your-customcr'  rule  applies 
only  to  customers  that  ate  iiKlividuals,  and  requires  relatively  limited  information  compared  with  that  generally 
required  by  a  counterparty  in  a  derivative  transaction. 
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QUESTION  16) 

What  kind  of  stress  test  simulations  do  you  recommend  to  account  for  the  different 
types  of  risk  which  arise  as  a  result  of  flnancial  derivative  activity? 

Stress  test  simulations  are  used  by  many  financial  institutions  and  by  virtually 
all  large  and  sophisticated  banks  to  identify  and  assess  market  risks.   A  potentially  wide  range 
of  factors  can  cause  gains  or  losses  in  derivatives  portfolios  and  firustrate  controlling  portfolio 
risks.   These  factors  include  low-probability  events  in  all  the  major  types  of  risk  that  the  firm 
incurs,  such  as  market,  credit,  liquidity  and  operational  risks. 

To  consider  the  effect  of  this  broad  range  of  events,  firms  should  conduct  a 
variety  of  stress  test  simulations  and  should  also  vary  the  scenarios  examined  as  the  nature  of 
risks  and  the  firm's  exposure  to  them  evolve.   Simulations  should  not  be  limited  to  results  of 
computer  models.   They  should  also,  consider  and  develop  contingency  plans  that  involve 
operational  procedures,  such  as  the  response  to  power  failures,  to  settlement  or  liquidity 
problems  in  various  markets  or  with  particular  counterparties,  to  programming  errors  that  mis- 
price  financial  products,  or  to  the  loss  of  key  personnel.   Each  "worst-case"  scenario  provides 
further  insights  into  how  the  firm's  derivatives  and  other  portfolios  react  to  stress  and  helps  to 
identify  appropriate  courses  of  action. 

Because  virtually  all  financial  market  participants  are  exposed  to  market,  credit, 
and  liquidity  risks  to  some  extent,  it  is  reasonable  that  all  firms  include  some  standard 
scenarios  in  their  simulation  tests.   For  market  risk,  standard  scenarios  include  assessing  the 
effect  of  unusually  large  movements  in  interest  rates  or  exchange  rates  to  which  many 
institutions  have  exposure.   Large  moves  might  be  defined  as  several  standard  deviations  from 
current  prices,  or  as  the  largest  price  move  observed  over  a  recent  historical  period.   Stress 
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simulations  should  evaluate  the  effect  of  both  rising  and  declining  price  movenients  so  that 
management  can  observe  the  asymmetric  reactions  of  options  and  other  derivative  instruments 
to  price  changes. 

Simulations  involving  credit  risk  nught  also  evaluate  the  effect  of  problems  that 
are  concentrated  in  sectors  or  regions  in  which  the  firm  has  significant  activity  and  exposures. 
To  evaluate  liquidity  risk,  scenarios  traditionally  consider  declines  in  the  firm's  own  credit 
standing  as  well  as  major  market  disruptions,  such  as  those  caused  by  the  sharp  stock  market 
decline  in  October,  1987. 

During  all  simulations,  insights  are  gained  by  altering  assumptions,  for  example 
those  involving  price  volatility  and  price  correlations.   Many  models  include  assumptions  for 
these  and  other  factors  that  are  based  on  historical  experience,  but  that  would  not  accurately 
estimate  future  outcomes.   Recent  experience  in  domestic  and  foreign  markets,  such  as  the 
rapid  prepayment  speeds  for  domestic  residential  mortgages  and  the  increased  volatilities  of 
European  foreign  exchange  rates,  illustrate  the  character  of  historically  unprecedented 
developments  that  institutions  might  face. 

When  evaluating  any  scenario,  the  fum  should  consider  that  "worst-case" 
events  in  one  area  may  have  ramifications  for  others.   As  an  example,  an  unusually  large 
decline  in  conunodity  prices  could  expose  an  institution  to  losses  on  open  positions  in  that 
commodity  and  create  trading  losses.   However,  if  sustained,  the  market  price  decline  could 
also  du-eaten  the  solvency  of  firms  that  produce  the  commodity  and  lead  to  increased  loan 
losses  if  the  institution  has  other  credit  exposures  to  those  producers.   Similarly,  the  expected 
or  actual  failure  of  a  firm's  counterparties  or  borrowers,  if  sufficiendy  severe,  could  erode 
market  confidence  in  the  firm  itself  and  reduce  its  own  liquidity. 
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These  latter  scenarios,  which  consider  the  interaction  of  different  events  on  the 
value  of  an  institution's  portfolio,  illustrate  the  importance  of  placing  primary  responsibility 
for  developing  stress  test  simulations  with  a  firm's  senior  management  and  for  ensuring 
adequate  review  by  the  board  of  directors.   They,  rather  than  the  regulatory  agencies,  are  best 
positioned  to  have  the  necessary  specific  and  comprehensive  knowledge  of  the  firm's  business 
and  risk  profiles  and  to  produce  the  best  estimates  of  reasonable  worst-case  possibilities.   For 
their  part,  the  institution's  supervisors  and  internal  and  external  auditors  should  provide 
independent  assessments  of  the  simulations  to  ensure  they  are  sufficiently  rigorous  and 
complete  and  that  they  meet  appropriate  prudential  standards. 
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QUESTION  17 

Please  comment  on  your  agency's  view  of  the  proper  use  and  level  of  collateral  in 
derivative  transactions. 


The  use  of  collateral  in  derivative  transactions  must  be  incorporated  in  the 
overall  context  of  the  institution's  credit  process.    Prior  to  entering  into  a  derivatives  transac- 
tion, a  bank  should  conduct  a  detailed  credit  risk  analysis,  similar  to  that  conducted  prior  to  a 
traditional  loan  commitment,  that  includes  a  careful  evaluation  of  the  counterparty's  overall 
ability  and  willingness  to  perform  on  a  contract  as  agreed.   Once  the  creditworthiness  of  the 
customer  is  determined,  the  bank  should  establish  limits  for  the  customer  across  the  various 
on  and  off-balance-sheet  products  the  bank  is  willing  to  offer  to  the  customer.  These  limits 
are  designed  to  keep  the  overall  credit  risk  to  the  customer  within  the  bounds  of  credit 
exposure  the  bank  has  set 

In  establishing  credit  exposure  limits  with  a  counterparty,  a  bank  may  also 
consider  the  value  of  any  collateral  or  other  enhancements  that  reduce  credit  risk.   However, 
obtaining  collateral  does  not  exempt  the  bank  from  following  basic  credit  analysis  procedures 
outlined  above.   The  use  of  collateral  as  part  of  a  bank's  credit  risk  reduction  efforts  is 
viewed  as  an  acceptable  practice  provided  certain  minimum  safeguards  are  met.  The  bank 
must  actually  have  control  of  the  collateral  and  it  should  be  readily  marketable.   In  determin- 
ing the  amount  of  collateral  to  require,  the  bank  should  consider  both  the  actual  mark  to 
market  exposure  to  the  customer  and  any  add-on  for  possible  price  movements  that  might 
occur  before  the  bank  can  liquidate  its  exposure.   The  bank  should  also  have  the  ability  to 
terminate  the  contract  if  collateral  becomes  impaired  and  have  the  ability  to  substitute  or 
liquidate  the  collateral  in  a  timely  manner. 
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Recently,  some  market  participants  have  negotiated  contracts  that  require  the 
posting  of  collateral  if  certain  "triggering  events"  occur.   In  some  cases,  the  triggering  event 
is  based  on  the  size  of  exposure  using  market  values;  in  other  cases  it  may  be  based  on  the 
creditworthiness  of  the  counterparty.   For  example,  a  AAA  rated  company  may  be  required 
under  a  derivatives  contract  to  deliver  collateral  should  its  credit  rating  decline  to  a  BBB 
grade.   Excessive  reliance  on  such  collateral  triggers,  particularly  those  based  on 
creditworthiness,  can  be  imprudent   In  particular,  such  collateral  arrangements  could  place 
substantial  liquidity  pressures  on  a  counterparty  just  when  its  creditworthiness  is  weakening 
and  its  access  to  liquidity  is  more  limited. 
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QUESTION  18) 

When  assessing  a  counterparty  for  credit  risk,  how  much  relative  emphasis  should  be 
placed  upon  factors  such  as  capital,  disclosure  and  credit  rating?   For  example,  should  a 
credit  rating  be  a  proxy  for  capital? 

In  assessing  the  creditworthiness  of  a  counterparty,  an  institution  should 
conduct  its  own  independent  credit  analysis  prior  to  committing  to  a  derivatives  contract 
That  analysis  should  follow  the  same  prudent  steps  used  to  analyze  on-balancc  sheet  credit 
exposures.  The  analysis  should  include  an  assessment  of  the  overall  fmancial  condition, 
performance  and  resources  of  the  counterparty  (including  capital),  and  the  institution's  future 
earnings  prospects  given  its  past  performance  and  the  industry  and  markets  in  which  it 
operates.    The  analysis  should  also  consider  the  nature  and  value  of  any  underlying  guaran- 
tees or  collateral  and  the  counterparty's  willingness  and  overall  ability  to  perform  as  agreed. 
It  should  reflect  the  relevant  information  about  the  potential  counterparty  that  is  available  to 
the  furn  and  would  most  likely  include  evaluations  of  credit  rating  agencies  if  such  ratings 
were  available. 

Institutions  should  not  place  undue  reliance  on  any  single  source  of  information 
or  analysis  regarding  a  company,  but  should  make  their  creditworthiness  assessments  after 
reviewing  and  analyzing  the  diversity  of  available  materials.   That  review  could  produce 
different  insights  and  conclusions  than  reached  by  others,  either  relative  to  the 
creditworthiness  of  the  counterparty,  in  general,  or  to  the  merits  of  a  specific  transaction,  in 
particular. 

In  short,  while  credit  ratings  themselves  should  reflect  a  firm's  overall  capital 
strength,  an  institution  should  not  rely  on  such  ratings  in  lieu  of  its  own  more  current, 
complete  and  independent  credit  analysis.    Indeed,  since  credit  analysis  has  traditionally  been 
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the  primary  business  of  banking  organizations,  it  should  not  be  an  activity  they  readily 
delegate  to  others. 
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QUESTION  19) 


Are  executive  decisions  regarding  derivatives  on  average,  concentrated  in  too  few 
individuals  in  each  institution  to  catch  problems  in  a  timely  manner?  Should  the 
decision-making  process,  where  derivatives  are  involved,  be  decentralized  to  enhance 
internal  controls? 


The  inherent  complexity  of  many  derivatives  instruments  is  such  that  deriva- 
tives may  only  be  fully  understood  by  a  limited  number  of  people  in  any  single  institution. 
Therefore,  banks  must  be  careful  to  design  control  procedures  that  ensure  that  sufficient 
checks  and  balances  are  in  place  and  that  the  risks  presented  by  the  concentration  of  technical 
knowledge  are  adequately  managed. 

Such  procedures  should  rely  heavily  on  the  segregation  of  responsibilities  that 
would  deter  or  detect  fraud  and  other  operating  pr  ^lems  that  might  otherwise  arise  because 
of  the  concentration  of  expertise.  Functions  for  which  the  division  of  responsibilities  is 
critical  include  valuation,  monitoring  of  positions  and  limits,  credit  analysis,  and  the  analysis 
and  development  of  overall  risk  management  policies.  Concentrating  these  duties  with  one 
person  or  a  small  group  may  create  situations  where  loss  positions  could  be  easily  disguised 
or  hidden,  or  where  imprudent  actions  could  be  more  easily  taken. 

It  is  essential  that  the  personnel  conducting  risk  management  functions  have  the 
appropriate  expertise  and  authority  to  act  independently.   Moreover,  a  well  structured  set  of 
operational  systems  and  internal  controls  is  necessary. 

Whether  an  institution  concentrates  decision  making  in  a  single  office  or 
decentrahzes  it  across  functional  or  geographic  boundaries  depends  largely  on  its  management 
culture,  its  information  systems,  its  size  and  structure,  and  the  capability  of  its  workers. 
Regardless  of  that  decision  making  structure,  management  and  the  Board  of  Directors  are 
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responsible  for  ensuring  that  internal  control  systems  provide  reasonable  assurance  that  errors 
and  omissions  are  prevented  or  revealed  before  major  problems  develop. 
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QUESTION  20) 

Do  compensation  policies  currently  in  place  adequately  discourage  undue  risk-taking? 
For  example,  if  employees  beneHt  flnancially  from  risk-taking  in  a  direct  manner,  how  is 
such  risk-taking  controlled? 


A  strong  link  between  compensation  and  performance  is  both  useful  and 
necessary  in  a  trading  environment.    In  order  to  attract,  retain,  and  motivate  highly  skilled 
personnel  to  execute  and  oversee  sophisticated  and  often  very  profitable  trading  functions, 
firms  must  provide  compensation  commensurate  with  their  contribution  to  the  firm's  profit- 
ability.   However,  as  implied  by  the  question,  such  arrangements  can  provide  incentives  for 
individuals  to  take  inappropriate  risks  unless  compensation  policies  take  into  account  not  only 
the  returns  from  trading  but  also  the  risks  incurred  in  generating  those  returns.   Consequently, 
large  institutions  have  established  independent  market  risk  management  functions  to  develop 
and  enforce  position  limits  and  overall  policies  for  controlling  risk.   Typically,  these  institu- 
tions also  have  strong  internal  audit  functions  as  well  as  comprehensive  external  audits. 
Individuals  in  all  of  these  risk  management  and  risk  review  functions  can  maintain  their 
independence  only  if  they  do  not  conduct  individual  transactions  and  do  not  benefit  directly 
from  positions  taken  by  others.   Indeed,  at  each  stage  of  the  supervisory  or  internal  oversight 
process  the  organization's  policies  should  be  reviewed  to  determine  that  compensation  for 
these  individuals  is  progressively  distanced  from  the  profitability  of  specific  transactions. 

By  establishing  position  limits  and  determining  the  institution's  overall  appetite 
for  risk  taking,  directors  and  senior  management  set  the  boundaries  for  acceptable  trading 
activities,  regardless  of  whatever  specific  transactions  an  individual  trader  may  want  to 
conduct  These  limits,  in  turn,  must  be  adequately  implemented  and  enforced  through  a 
system  of  internal  controls  and  subject  to  change  pursuant  to  an  appropriate  review  process. 
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Reviewing  these  control  procedures  and  the  manner  in  which  they  are  enforced  should  be  an 
important  element  in  any  examination  or  audit  of  the  trading  activity.   Although  these  limits 
and  controls  have  not  prevented  U.S.  banks  from  experiencing  individual  losses  due  to  fraud 
or  unauthorized  trading,  they  have  been  sufficient  to  maintain  overall  profitability  in  the 
banking  system's  trading  activity  over  the  last  decade  and  have  prevented  losses  from  trading 
fuiancial  derivatives  from  significantly  affecting  the  financial  viability  of  any  bank. 

Just  as  successful  traders  demand  high  compensation  for  their  specialized  skills 
and  expertise,  individuals  that  audit,  control,  and  manage  trading  derivatives  activities  must 
also  have  extensive  skills  and  must  also  be  com{>ensated  adequately  for  their  talents. 
Otherwise,  an  institution  risks  high  turnover  in  the  control  activities  as  individuals  gain 
critical  experience  and  seek  better  paying  jobs,  such  as  those  of  traders  or  others  more  closely 
related  to  position-taking  activities.  Beyond  financial  compensation,  individuals  that  limit  or 
control  the  trading  process  must  also  be  given  adequate  authority  and  independence  within  the 
institution  so  that  they  can  effectively  challenge  the  most  highly  compensated  traders  and 
prevent  undue  risk-taking. 
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QUESTION  21) 

What  is  the  level  of  systemic  risk  resulting  from  derivatives  activities?  Do  you  agree 
with  those  who  assert  that  derivatives  activities  are  concentrated  in  too  few  institutions? 

Considerable  thought  has  been  given,  especially  among  central  banks,  to  the 
question  of  whether  -  and  in  what  ways  -  derivatives  activities  significantly  change  the  level 
of  systemic  risk  in  financial  markets.   The  Federal  Reserve  believes  that  the  greater  awareness 
and  understanding  of  risk  and  the  enhanced  methods  of  managing  risks  probably  have  reduced 
the  likelihood  of  systemic  problems,  and  will  continue  to  do  so  over  time  as  industry  and 
supervisory  practices  advance. 

While  the  various  elements  of  risk  associated  with  derivative  activities  are  not 
unique,  the  complexity  of  some  derivative  instruments  --  especially  given  the  interrelation- 
ships among  the  various  elements  --  tends  to  make  the  problem  of  risk  management  more 
difficult.  To  assess  the  impact  on  their  total  portfolios  of  potential  changes  in  market  prices, 
financial  institutions  must  monitor  and  value  their  positions  in  a  wide  range  of  markets,  and 
must  assess  liquidity  in  each  of  those  markets.   The  concentration  of  certain  derivatives 
activities  in  a  relatively  small  number  of  market  makers  affects  the  evaluation  of  potential 
liquidity.   At  the  same  time,  assessment  of  credit  risk  is  especially  important  because  of  the 
credit  exposures  that  can  arise  from  derivatives  transactions,  but  the  complexity  of  derivatives 
books  and  the  evolving  but  still  disparate  nature  of  disclosure  in  various  countries  make  the 
assessment  of  counterparties  somewhat  opaque  and  difficult. 

On  the  other  hand,  the  complexity  of  derivatives  activities  --  coupled  with  the 
urging  of  supervisors  --  has  induced  financial  institutions  to  upgrade  significantly  their  risk 
management  capabilities  and  to  <fek  ways  to  reduce  risk.   For  example,  financial  institutions, 
whose  senior  mana.^rs  have  be      le  more  sensitive  to  the  risks  they  are  incurring,  have 
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devoted  substantial  resources  to  the  development  of  more  sophisticated  risk  management  tools 
and  have  made  increasing  use  of  netting  to  reduce  their  credit  exposures.  These  efforts,  and 
others,  have  had  favorable  spill-over  effects  on  institutions'  abilities  to  manage  their  total 
portfolios,  not  just  their  derivatives  activities.  With  respect  to  concentration  in  derivatives 
markets,  the  fact  that  market-making  is  feasible  only  for  fums  in  a  strong  financial  condition 
and  with  long  experience  in  dealing  with  similar  risks  in  foreign  exchange  markets  (because 
only  such  firms  have  the  resources  needed  to  manage  these  risks  properly  and  are  the  most 
attractive  counterparties)  is  a  positive  element 

Partly,  but  not  exclusively,  as  a  result  of  derivatives  activities,  the  linkages 
among  financial  markets  and  financial  institutions  -  especially  cross-border  linkages  ~  have 
become  stronger.   Disturbances  can  spread  more  quickly  throughout  the  international  financial 
system.  As  a  consequence  of  these  increased  linkages,  if  a  systemic  problem  were  to  arise, 
central  banks,  who  would  be  called  upon  to  help  resolve  the  problem,  need  to  be  able  to 
respond  more  quickly,  need  greater  technical  sophistication,  and  need  to  coordinate  their 
responses  effectively.   The  central  bank  community  recognizes  the  new  elements  of  the 
challenges  raised  by  derivatives  activities  and  has  been  working,  in  a  wide  range  of  fora,  to 
prepare  to  meet  them. 
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QUESTION  22) 

Cash  liquidity  risk  for  a  firm  appears  to  be  a  greater  concern  the  greater  is  a  firm's 
involvement  in  derivatives  activities,  the  greater  is  its  reliance  on  short-term  funding,  the 
lower  is  its  credit  standing,  and  the  more  restricted  is  its  access  to  the  control  bank 
discount  or  borrowing  facilities.   Therefore,  in  contrast  to  depository  institutions  who, 
among  other  things,  have  access  to  the  discount  window,  securities  firms  may  find  cash 
management  requirements,  such  as  maintaining  margin  requirements,  arising  from  large 
derivative  portfolios  to  be  more  challenging.   Compared  to  depository  institutions,  how 
does  the  less  liquid  nature  of  the  securities  business  effect  derivatives  activities  and  the 
risks  associated  with  such  activities? 


Securities  firms  have  considerable  experience  in  managing  liquidity  demands 
associated  with  margin  and  collateral  requirements.   The  large  investment  banking  organiza- 
tions have  for  many  years  been  clearing  members  of  futures  exchanges,  whose  clearing 
houses  require  daily  (and,  in  some  cases,  intraday)  payments  of  variation  margin  and  daily 
adjustment  of  performance  bond  (collateral)  requirements.    Also,  their  securities  holdings 
typically  are  ;  .lanced  on  a  collateralized  basis  through  repurchase  agreements  or  bank  loans. 

Nonetheless,  securities  firms  may  find  themselves  short  of  cash,  especially  if 
their  creditworthiness  deteriorates.    For  example,  the  Drexel  Bumham  Lambert  Group  faced 
mounting  cash  pressures  prior  to  its  demise,  and  the  timing  of  the  parent  company's  bankrupt- 
cy filing  was  dictated  by  its  inability  to  roll  over  maturing  commercial  paper  liabilities. 

Every  financial  intermediary,  whether  organized  as  a  bank,  a  securities  firm,  or 
otherwise,  needs  to  carefully  assess  and  plan  to  meet  unusual  liquidity  pressures,  including 
those  that  might  accompany  a  deterioration  of  its  creditworthiness  (as  reflected,  for  example, 
in  downgrades  of  its  credit  ratings).   In  this  context,  the  firm  should  realistically  assess  its 
ability  to  readily  close  out  positions  in  OTC  derivatives.   Those  assessments  should  then  be 
incorporated  in  planning  for  the  management  of  liquidity  needs.   Discussions  with  securities 
firms  suggest  that,  since  Drexel's  problems,  many  firms  have  paid  more  careful  attention  to 
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potential  liquidity  needs.  For  example,  the  use  of  stress  tests  or  simulations  comparing 
funding  requirements  to  funding  sources  now  are  more  common.  As  the  Group  of  Thirty  has 
recommended,  such  tests  should  becon»e  standard  practice. 
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Question  23) 

Criticism  of  speculators  in  the  derivatives  markets,  primarily  in  exchange-traded  deriva- 
tives  such  as  currency  futures  and  options,  has  focused  on  the  alleged  ability  of  such 
speculators  to  manipulate  markets.  Concerns  have  also  arisen  as  to  the  potential 
depository  institution  exposure  as  a  result  of  speculators'  activities.   Please  comment  on 
these  criticisms  and  whether  or  not  such  speculators  should  be  subject  to  increased 
regulation  or  supervision. 

The  term  "speculator"  generally  is  used  to  refer  to  a  participant  in  a  market 
who  is  willing  to  take  a  view  on  the  direction  the  market  is  heading,  establishing  an  open 
position  to  profit  from  market  movements  in  a  particular  direction,  rather  than  seeking  to 
offset  an  exposure  in  another  market   Speculators  are  active  in  most  financial  markets. 
Indeed,  the  activity  of  such  traders  often  is  an  important  source  of  liquidity  to  other  market 
participants,  accommodating  those  who  do  not  wish  to  allow  positions  to  remain  uncovered  or 
who  are  using  the  markets  for  risk  management  or  other  hedging  purposes. 

Nonetheless,  one  of  the  principle  motivations  for  regulation  of  exchange-traded 
derivatives  is  a  concern  that  speculators  might  manipulate  prices  on  the  futures  exchanges. 
Manipulations  are  most  apt  to  occur  in  markets  for  derivative  contracts  that  are  relatively 
illiquid  and  have  a  relatively  fixed  supply  of  the  asset  underlying  the  contracts.    For  example, 
the  grain  contracts  originally  traded  on  futures  exchanges  were  based  on  standardized 
agricultural  commodities  having  a  fixed  supply  within  the  short  delivery  time  allotted. 
Because  of  the  potential  for  manipulation  of  certain  types  of  exchange-traded  contracts,  the 
Commodity  Futures  Trading  Commission  and  the  futures  exchanges  have  developed  an 
extensive  regulatory  framework  to  mitigate  this  potential.^   Although  this  firamework  does  not 


"  This  regulatory  framework  includes:  1)  review  of  contract  design;  2)  market  surveillance 
by  both  exchanges  and  regulators;  3)  large  trader  reports  revealing  contract  holdings  of  one 
customer  across  clearing  firms;  4)  communication  with    irge  futures  market  participants  in  order 
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apply  to  ore  derivative  markets  in  which  depository  institutions  participate,  such  manipula- 
tion seems  unliJcely  to  occur.  The  vast  majority  of  OTC  derivatives  are  based  on  widely  used 
financial  indexes,  such  as  LIBOR,  and  are  settled  in  cash  in  either  US  dollars  or  heavily- 
traded  foreign  currencies.  The  funds  and  foreign  exchange  markets  to  which  these  transac- 
tions are  linked  are  highly  liquid  and  the  supply  of  the  underlying  currencies  or  deposits  are 
sufficiently  large  as  to  make  manipulation  of  the  indices  on  which  OTC  derivatives  are  based 
extremely  difficult 

With  respect  to  the  effects  of  activities  by  speculators  on  depository  institu- 
tions, it  is  always  possible  for  large  surges  of  speculative  or  other  trading  activity  to  effect 
market  prices  unexpectedly  and  thus  to  have  an  adverse  effect  on  depository  institutions  that 
participate  in  those  markets  or  have  obligations  tied  to  those  markets.  This  is  true  even  in  the 
absence  of  market  manipulation.   As  discussed  in  Question  1  above,  however,  one  of  the 
objectives  of  bank  supervision  and  examination  is  to  ensure  that  institutions  have  appropriate 
internal  controls  and  limits  on  exposure  to  changes  in  interest  or  foreign  exchange  rates  or 
other  market  movetnents.   Such  controls  and  limits  are  designed  to  ensure  that  any  losses  that 
result  from  sudden  market  movements  are  within  an  acceptable  range  for  the  particular 
trading  activity. 

It  is  also  possible  that  a  bank  may  have  credit  exposures  to  an  entity  that  is 
engaging  in  speculative  activity  (either  from  derivatives  contracts,  loans  or  other  sources)  and 
that  such  a  counterparty  could  encounter  financial  difficulties  as  a  result  of  the  speculative 


to  determine  their  intentions  to  make  or  take  delivery;  5)  limits  on  speculative  positions  for  all 
contract  months,  with  lower  limits  in  the  delivery  month  to  preclude  the  ability  of  speculators 
to  control  a  large  number  of  contracts  during  a  period  in  which  supply  of  the  underlying  good 
may  be  limited:  6)  emergency  powers  to  adcbess  situations  in  which  manipulation  is  threatened 
or  has  taken  place. 
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activity.    Such  risks  are  controlled  through  traditional  credit  analysis  procedures,  under  which 
a  bank  would  familiarize  itself  with  the  business  and  activities  of  the  counterparty  and  set 
limits  on  credit  exposure  appropriately. 
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QUESTION  24) 

What,  if  any,  effect  will  the  depositor  preference  provision  of  the  Omnibus  Budget 
Reconciliation  Act  of  1993  have  on  the  derivatives  market? 

The  depositor  preference  provision  of  the  Omnibus  Budget  Reconciliation  Act 

of  1993  subordinates  the  claims  of  counterparties  to  derivatives  transactions  to  the  claims  of 

domestic  depositors  in  the  event  of  the  failure  of  a  depository  institution  insured  by  the 

Federal  Deposit  Insurance  Corporation.   In  the  event  of  such  a  failure,  this  preference  is  likely 

to  reduce  the  recoveries  of  derivatives  counterparties.   This  potential  for  reduced  recoveries 

may  make  them  more  reluctant  to  engage  in  derivative  transactions,  particularly  longer  dated 

transactions,  with  insured  U.S.  depository  institutions  in  general  and  troubled  insured 

depository  institutions  in  particular.   In  this  respect,  it  would  tend  to  place  U.S.  banks  at  a 

competitive  disadvantage  to  foreign  banks  and  possibly  to  other  nonbank  financial  institutions. 

In  addition,  it  may  complicate  the  resolution  of  troubled  institutions. 
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U.S.  HOUSE  OF  REPRESENTATIVES 

COMMfTTEE  ON  BANUML  FINANCC  AND  UMAN  AffAmS 
ONE  MUNOflCD  THMO  CONOflCM 

312*  RAYSUMt  HOUSE  OfflCI  MMMNO 
WASHINGTOM.  DC  20ei»-60M 

August  9.  1993 


Mr.  Alan  Greenspan  CLOt  #G>132 

Chairman  CCS:  #».  "Sy^v? 

Board  of  Governors  RECVD;         ^(09/<^r, 

Federal  Reserve  Syston  ^"^t^^O 
20tb  Street  and  Constitution  Avenue,  N.W. 
Washington,  D.C  20SS1 

Dear  Mr.  Greenspan: 

As  Ranking  Member  of  the  Committee  on  Banlring,  Finance  and  Urban  A&irs,  I 
have  initiated  the  preparation  of  periodic  studies  to  explore  various  issues  of 
importance  to  the  Committee  and  its  members. 

We  are  now  in  the  process  of  preparing  an  informational  study  on  financial 
derivatives.    I  anticipate  that  numerous  issues  involving  derivatives  and  their  impact 
on  the  global  fin«n/-jiil  system  will  be  before  the  Committee  later  this  session  df 
Congress.    The  preparation  of  an  informational  repon  at  this  time  wiD  assist  Members 
in  the  Committee's  deh'beradons  on  these  very  complex,  and  relatively  unknown  issues. 

As  you  know,  derivatives  are  becoming  increasingly  important  finanrial  tools.    Their 
impact  on  the  global  markets  is  considerable,  and  several  studies  are  currently  being 
prepared  to  examine  issues  surrounding  these  instruments.    I  would  appreciate  any 
assistance  that  your  agency  can  provide  to  the  Minority  staff  with  regard  to  this  topic 
Specifically,  it  would  be  most  helpful  if  your  staff  could  provide  reqxMises  to  the 
attached  questions. 

Thank  you  for  your  cooperation  in  this  matter,  and  I  look  forward  to  your  timely 
reqwnse.    If  you  have  any  questions,  please  have  your  staff  contact  either  Joe  Seidel, 
Tern  Miller  or  Lammot  DuPont  of  my  staff  at  (202)  226-324L 


Sincerely, 


A.  LEACH 
Member 
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Mr.  Alan  Greenspan 
Chairman,  Board  of  Governors 
Federal  Reserve  System 


LIST  OF  QUESTIONS:  Financial  Derivatives  Project 


1)        To  supplement  the  discussion  on  "Supervision  and  Regulation  of  Derivatives* 
contained  in  Section  HI  of  the  January  27,  1993  report  issued  jointly  by  the 
Federal  Reserve,  the  FDIC,  and  the  OCC  entitled  Derivative  Product  Activities  of 
Commercial  Banks  ("Joint  Report"),  please  address  the  following: 

a)  In  general,  please  summarize  and  provide  the  written  policies  and 
procedures  currently  used  by  your  agency  to  regulate  and  monitor 
derivative  activities  of  the  institutions  under  your  supervision.  Also,  please 
provide  a  summary  of  your  regulatory  authority  over  derivative 
transactions.^ 

b)  The  Joint  Report  mentions  that  reporting  requirements  disclose  the 
notional  values  of  certain  derivatives  only,  and  therefore  do  not  address  the 
institution's  actual  exposures  which  may  average  approximately  2%-8%  of 
the  notional  amount  What  suggestions  do  you  have  for  changing  the 
reporting  requirements  to  reflect  actual  exposures  from  derivative  activities, 
including,  but  not  limited  to,  credit  exposure  and  market  exposure?  Do 
you  feel  any  changes  are  needed? 

c)  The  Joint  Report  states  that  *_.  some  reporting  changes  are  under 
consideratioa  In  particular,  agency  staff  is  reviewing  the  extent  to  which 
bilateral  netting  arrangements  should  be  reflected  in  the  reporting  of 
replacement  cost  exposures.  In  addition,  curtent  efforts  on  interest  rate 
risk  in  response  to  Section  305  of  FDICIA  will  require  increased  disclosure 
of  derivative  exposures,  and  Section  308  requires  banks  to  establish 
standards  to  evaluate  their  e^^sures  to  weak  institutions,  including  those 
arising  from  derivative  products." 

Please  provide  a  detailed  update  on  these  and  other  reporting  changes 
curtently  under  consideration  by  your  agency. 

d)  Please  discuss  issues  regarding  payment,  clearing,  and  settlement  being 


'  The  written  poGdes  and  procedures  requested  should  include  those  documents  used  in  the  examination 
process  to  assess,  among  other  things,  an  institution's  infrastruaure  for  measuring  and  controlling  risk,  to 
assess  an  institution's  front-  and  badc-ofEce  processing  regarding  the  pricing  and  valuation  of  derivative 
portfolios,  and  to  require  troubled  institutions  to  minimize  their  existing  risk  and  limit  the  size  of  new  oCT- 
balance  sheet  activity.  The  documents  should  also  indude  those  which  describe  capital  requirements  as  they 
relate  to  derivative  activities.  In  addition,  the  documents  should  include  those  which  defme  reporting 
requirements  regarding  derivative  activities  in  Call  Reports  and  Y-9C  reports.  The  Joint  Report  mentioned 
that  examiner!  have  received  considerable  training  aad  guidance  aimed  at  off-balance  sheet  activities  and 
have  attended  special  courses  and  semiaars  addresang  this  issue.   Materials  provided  as  part  of  such  training 
would  also  be  helpfiiL 
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considered  by  the  Payment  and  Settlement  Committee  organized  by  the 
Federal  Reserve  Bank  of  New  Yoric,  and  issues  being  considered  by  the 
Committees  formed  by  the  Board  of  GoveiBors  of  the  Federal  Reserve  and 
the  New  York  Federal  Reserve  Bank  mentioned  in  the  Joint  Report 

2)  Please  discuss  in  detail  capital  requirements,  both  current  and  proposed,  as  they 
relate  to  derivative  activities  of  institutions  regulated  by  your  ageni^.    Do  you 
feel  the  current  capital  standards  are  adequate? 

3)  Please  discoss  which  types  of  derivative  instruments  institutions  under  your 
jurisdiction  are,  and  are  not,  permitted  to  utilize.    Please  distinguish  between  the 
types  of  derivatives  institutions  are,  and  are  not,  permitted  to  utilize  for  different 
ftmctions  including  trading  for  customer  accounts,  trading  (revenue)  for  their  own 
accounts,  and  hedgi:  g  for  their  own  accounts.  Please  in^cate  the  relative  use  of 
different  derivative  instruments  by  such  institutions.  In  addition,  please  indicate 
the  relative  use  of  derivatives  by  such  institutions  for  the  different  functions 
mentioned  above. 


4)        Please  discuss  the  benefits  that  may  be  realized  from  utilizing  derivative 
instruments,  such  as  using  them  for  risk  management  and  asset-liability 
management  purposes. 

Could  the  development  and  use  of  derivative  products  by  savings  and  loans 
(S&Ls)  and  others  have  helped  to  prevent  the  S&L  crisis?  For  example,  could 
the  use  of  interest  rate  swaps  by  S&Ls  have  helped  them  to  sufilciently  control 
duration  and  interest-rate  mismatches?  (Especially  mismatches  due  to  long-term 
mortgage  assets  yielding  low  interest  rates  being  combined  with  short-term 
liabilities  commanding  high  interest  rates.) 


5)  a)        What  are  your  primary  regulatory  concerns  regarding  derivative  activities 

of  institutions  supervised  by  your  agency? 

b)        Do  you  believe  that  any  fundamental  changes  in  the  current  regulatory 
framework  for  institutions  using  derivatives  is  needed  at  this  time? 

6)  Is  there  adequate  coordination  between  U.S.  and  foreign  regulators  to  regulate 
risks  associated  with  derivatives?   Does  the  BIS  repon  of  April  1993  address  all  of 
your  agency's  concerns  in  this  area? 


7)        Individual  derivative  contracts,  taken  by  themselves,  include  elements  of  risk. 
However,  derivatives,  when  evaluated  as  part  of  an  instimtion's  entire  portfolio, 
are  often  used  to  offset  and  reduce  die  overall  risk  exposiire  of  an  institution. 
How  do  your  regulatory  actions,  incbiding  capital  and  accounting  standards,  take 
into  account  the  use  of  derivatives  reduce  the  overaQ  risk  exposure  of  an 
institution?  For  the  purpose  of  regulation,  how  does  your  agency  distinguish 
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between  derivatives  used  to  hedge  and  reduce  overall  risk,  such  as  many  over- 
the-counter  (OTC)  contracts,  and  derivatives  used  for  trading  and  other  purposes, 
such  as  many  exchange-traded  contracts? 

8)        Recently  published  reports  on  derivative  activities,  such  as  the  July  1993  Group  of 
Thirty  report  entitled  Derivatives:  Practices  and  Principle?;  and  the  May  1993 
Institute  of  International  Finance,  Ina  (HP)  report  entitled  An  Integrated 
Regulatory  Approach  to  Derivatives  Activities  stress  the  importance  of  internal 
controls  over  regulation  in  many  areas.  However,  the  Group  of  Thirty  report  has 
been  criticized  by  some  for  relying  too  heavily  on  industry  self-reguIatioiL 

a)  Regarding  banks,  the  IIF  report  states,  for  example,  that  banks  themselves 
should  develop  trading  and  credit  policies  that  set  their  own  risk  limits. 
Do  you  think  that  such  maximum  risk  limits  should  be  set  by  institutions  or 
by  regulators? 

b)  In  general,  to  what  extent,  and  in  what  areas,  do  you  think  regulators 
should  rely  on  internal  controls  versus  regulatory  requirements? 

c)  Do  you  feel  that  any  of  the  "Recommendations  for  Dealers  and  End- 
Users"  contained  in  the  Group  of  Thirty  report  (Recommendations  1-20) 
should  be  formally  mandated  by  regulation?    Please  comment  on  the 
different  issues  addressed  in  the  recommendations  with  specificity. 


9)  Please  comment  on  the  four  "Recommendations  for  Legislators,  Regulators,  and 
Supervisors"  contained  in  the  July  1993  Group  of  Thirty  report 
(Recommendations  21-24)  as  they  are  relevant  to  your  agency.  Please  comment 
on  each  recommendation  separately. 

10)  If  the  July  1993  Group  of  Thirty  "Recommendations  for  Dealers  and  End  Users" 
(Recommendations  1-20)  are  not  implemented  by  regulation,  are  there  adequate 
mechanisms  in  place  to  e^ure  that  such  recommendations  will  be  self- 
implemented?  Concern  has  arisen  regarding  whether  or  not  one  can  depend 
solely  on  the  forces  of  managerial  responsibility  and  market  discipline  as  sufficient 
incentives  to  motivate  firms  to  incur  the  implementation  costs  of  the 
recommendations.  Does  your  agency  believe  that  mechanisms,  such  as  periodic 
surveys  of  industry  practice,  a  timetable  for  implementation,  or  a  monitor  of  such 
actions  are  warranted? 


11)  Please  comment  on  whether  institutions  should  be  required  to  establish 
separately-capitalized  subsidiaries  to  conduct  derivative  activities. 

12)  Do  you  believe  the  netting  provisions  contained  in  the  Bankruptcy  Code, 
FIRREA,  and  IDICIA  should  be  conformed  to  a  single  standard?  Do  the  netting 
provisions  in  these  statutes  adequately  cover  all  situations?  If  not,  what  siniations 
do  and  don't  they  cover? 
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13)  Recommendations  contained  in  the  Jufy  1993  Group  of  Thirty  Report 
(Recommendation  20)  and  elsewhere  state  that  until  harmonized  accounting  and 
disclosure  standards  are  set,  certain  disclosures  should  be  made  by  dealers  and 
end-users.  Although  a  disclosure  regarding  aedlt  risk  is  recommended,  a  similar 
disclosure  for  market  risk  is  not  mentioned.  Should  a  summary  measure  of 
market-risk  exposure  be  disclosed?  If  so.  what  form  should  such  a  measure  take? 

14)  Please  conunent  on  the  notion  of  establishing  a  dearinghouse  oBset  mechanism 
for  swaps  transactions.  How  would  a  clearinghouse  of^t  separately  effect  dealers 
and  end-users?  Would  either  benefit  more  than  the  other? 


15)  Are  there  adequate  mechanisms  currently  in  place  to  protect  unsophisticated  end- 
users  of  derivative  producu?  If  not,  what  are  your  recommendations? 

16)  What  kind  of  stress  test  simulations  do  you  recommend  to  account  for  the 
different  types  of  risk  which  arise  as  a  result  of  financial  derivative  activity? 


17)      Please  conunent  on  your  agency's  view  of  the  proper  use  and  level  of  collateral  in 
derivative  transactions. 


18)  When  assessing  a  counterparty  for  aedit  risk,  how  much  relative  emphasis  should 
be  placed  upon  factors  such  as  capital,  disclosure  and  credit  rating?  For  example, 
should  a  aedit  rating  be  a  proxy  for  capital? 

19)  Are  executive  decisions  regarding  derivatives,  on  average,  concentrated  in  too  few 
individuals  in  each  institution  to  catch  problems  in  a  timely  maimer?  Should  the 
decision-making  process,  where  derivatives  are  involved,  be  decentralized  to 
enhance  internal  controls? 

20)  Do  compensation  policies  currentiy  in  place  adequately  discourage  undue  risk- 
taking?  For  example,  if  employees  benefit  financially  fi-om  risk-taking  in  a  direct 
manner,  how  is  such  risk-taking  controlled? 

21)  What  is  the  level  of  systemic  risk  resulting  from  derivative  activities?  Do  you 
agree  with  those  who  assert  that  derivative  activities  are  concentrated  in  too  few 

institutions? 

22)  Cash  liquidity  risk  for  a  firm  appears  to  be  of  greater  concern  the  greater  is  a 
firm's  involvement  in  derivative  activities,  the  greater  is  its  reliance  on  short-term 


387 


funding,  the  lower  is  its  aedit  standing,  and  the  more  restricted  is  its  access  to 
central  bank  discount  or  borrowing  facilities.  Therefore,  in  contrast  to  depositoiy 
institutions  who,  among  other  things,  have  access  to  the  discount  window, 
securities  firms  may  find  cash  management  requirements,  such  as  maintaining 
margin  requirements,  arising  from  large  derivatives  portfolios  to  be  more 
challenging.  Compared  to  depository  institutions,  how  does  the  less  liquid  nature 
of  the  securities  business  effect  its  derivative  activities  and  the  risks  associated 
with  such  activities? 

23)  Criticism  of  speculators  in  the  derivative  markets,  primarily  exchange-traded 
derivatives  such  as  currency  futures  and  options,  has  focused  on  the  alleged  ability 
of  such  speculators  to  manipulate  markets.   Concerns  have  also  arisen  as  to 
potential  depository  institution  exposure  as  a  result  of  speculators*  activities. 
Please  comment  on  these  criticisms  and  whether  or  not  such  speculators  should  be 
subject  to  increased  regulauon  or  supervisiotL 

24)  What,  if  any,  effect  will  the  depositor  preference  provision  of  the  OmmlDus  Budget 
Reconciliation  Act  of  1993  have  on  the  derivatives  market? 
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Comptroller  of  the  Curremy 
Administrator  of  Naftional  Banks 


VV^ington,  DC.  20219 


October  14.  1993 


The  Honorable  James  A.  Leach 
Ranking  Minority  Member 
Comminee  on  Banking,  Finance 

and  Urban  Affairs 
U.S.  House  of  Representatives 
Washington,  D.C.   20S1S 

Dear  Congressman  Leach: 

Thank  you  for  your  letter  of  August  9,  1993,  requesting  the  OCC's  assistance  in 
preparing  an  informational  study  on  fmancial  derivatives.    I  am  pleased  to  provide  you  with 
the  OCC's  responses  to  the  twenty-four  questions  you  asked  of  us. 

Please  conuct  us  if  we  can  be  of  further  service  to  you. 

Thank  you. 

Sincerely, 


ei*e  A.  Ludwig  / 
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,(1)  To  supplement  the  (fiscussion  on  'S^Krvision  and  Regulation  of  Derivatives"  contained 
in  Section  m  of  the  Jbmiaiy  27, 1993  report  i^ued  joindy  by  the  Fedetal  Reserve,  the 
FDIQ  and  the  OOC  entided  Derivative  Product  Activities  of  Commereial  Banl<s  ("Joint 
Report*),  please  address  the  following: 

(a)  In  general,  please  summarize  and  provide  the  written  policies  and  procedures 
currently  used  by  your  ^ency  to  regulate  and  monitor  derivative  activities  of  the 
institutions  under  your  suqieivisioa  Also,  please  provide  a  summaty  of  your 
regulatoiy  authority  over  derivative  transactions. 

ore  POT  JOES  AND  PROCEDURES  RELATING  TO  DERIVATIVES 

Written  policies  and  frocedures  used  in  the  examination  pxjcess  difiFer  depending  upon  whether 
the  institution  being  examined  is  involved  in  the  derivatives  market  as  a  dealer  or  as  an  end-user. 
The  largest  banks  which  we  supervise  generally  act  as  both  dealers  and  end-users,  so  both  sets 
of  examining  policies  and  procedures  are  used 

Dealer  Activities 

The  primary  resource  f«-  siqjervision  of  dealer  activities  is  the  Chiefs  Office  Source  Book. 
Applicable  sections  of  the  SoiDPce  Book  include:  Trading  Activities,  Arbitrage/Hedging  Activities, 
Commodity  Derivatives  Markets,  Foreign  Currency  Options  and  Risks,  Comparative  Risk  Table 
and  Risk  Analysis  Framework,  wWch  are  attached  as  Appendix  1. 

The  procedures  and  guidelines  contained  in  the  Source  Book  can  be  adapted  to  trading  portfolios 
of  all  types,  including  derivative  products.  The  r^idly  changing  nature  of  the  derivatives 
markets  results  in  new  products  and  changes  in  existing  products  on  a  continuous  basis. 
However,  the  basic  management  concqxs  of  accurate  risk  measuremait  systems,  proper 
revaluation  techniques,  appmpciate  rqxKting  lines,  meaningfiil  risk  limits,  and  sound  policies 
apply  to  all  daivatives  trading  activities.  The  Source  Book  also  addresses  back-office  controls, 
such  as  segregation  of  duties  for  transaction  input,  confirmation  generation  and  report  preparation. 
The  procedures  and  guidelines  in  the  Source  Book  establish  a  sound  framework  for  the 
examination  of  derivative  trading  activities  of  natiwial  banks. 

End-User  rRisk  Management't  Activities 

The  primary  resources  for  evaluating  end-usCT  activities  are  the  Chiefs  Office  Source  Book  and 
Comptroller's  Handbook  for  National  Bank  Examiners.  The  ^licable  sections  of  the  Source 
Book  include:  Interest  Rate  Risk  Management  and  Liquidity  Risk  Management,  which  are 
attached  as  Appendix  2.  The  applicable  sections  of  the  Conptrolla's  Handbook  are  those  that 
provide  guidance  for  examining  risk  management  activities:  Section  405  -  Funds  Management 
and  Section  813  -  Foreign  Exchange,  whidi  are  attached  as  Appendix  3. 

An  additional  resource  for  examiners  responsible  for  reviewing  derivatives  used  for  risk 
management  purposes  is  Advisory  I^etter  90-1:  Interest  Rate  Risk,  which  is  attached  as 
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Appendix  4.  TTie  Advisojy  Letter  outlines  OCC  e^qpectations  that  national  banks  have  adequate 
systenis  to  monitor  and  control  their  interest  rate  r^k  exposures. 

pealer  and  End-User  fRisk  Management^  Activities 

There  are  three  resources  that  provide  guidance  for  examining  derivatives  activities  at  dealer  and 
end-user  institutions.  OCC  Banking  Circular  79.  which  is  at^ched  as  Appendix  5,  addresses  the 
policies  and  procedures  required  of  naticMial  banks  that  engage  in  financial  futures  contracts, 
forward  placement  contracts  or  standby  contracts.  Regulatay  accounting  treatments  for  these 
f^oducts  arc  also  addressed.  OCC  Banking  Circular  228.  wiiich  is  attached  as  AjpendLx  6, 
outlines  supervisory  policies  (or  mortgage  derivative  products  and  stipulates  that  securities  trading 
activities  (including  trading  in  mortgage  derivative  instruments)  should  only  be  conducted  in  a 
closely  siqjervised  trading  account  by  banks  with  strong  capital  and  earnings  and  adequate 
liquidity.  The  Comptroller's  Handbook  for  National  Bank  Examiners.  Section  203  -  Investment 
Securities,  which  is  attached  as  Appendix  7,  provides  general  examination  guidelines  for  banks 
using  futures,  forwards  and  options  in  trading  activities  and  for  risk  management  purposes. 

Finally,  reference  documents  arc  available  for  examiners  reviewing  derivatives  activities.  One 
such  resource,  provided  to  all  examiners  and  all  national  banks,  is  An  Examiner's  Guide  to 
Investment  Products  and  Practices.  This  Guide  describes  derivative  products,  markets,  risks  and 
applicable  policies  and  procedures  on  pages  81  throu^  98,  which  are  attached  as  Aj^jendix  8. 

Please  refer  to  the  responses  to  Questions  #l(b),  #l(c),  and  #2  for  a  conplete  description  of 
capital  requirements  and  reporting  considerations. 

OCC  TRAINING  RET  ATING  TO  DERIVATIVES 

OCC  bank  examiners  receive  training  and  guidance  with  respect  to  off-balance  sheet  activities 
throu^  courses  in  bank  supervision,  vAndh  address  derivatives  in  addition  to  other  instruments 
and  activities,  and  ai-the-job  training. 

Training  Programs  specifically  addressing  oflf-balance  sheet  activities  which  are  available  to  OCC 
examiners  include: 

0  Assistant  National  Bank  Examiner  School 

o  Bank  SiqjervisiOT  School 

0  Basic  International  Banking  (FFIEC) 

0  FFIEC  Emerging  Issues  Conference 

o  Intermediate  Asset/Liability  Management 

o  International  Banking  School  (FFIEQ 

0  Mortgage  Backed  Securities  and  Collateralized  Mortgage  Obligations 

o  Off-Balance  Sheet  Risk  Conference  (FFIEQ 
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Additionally,  the  OCC  has  identified  a  cadre  of  examiners  who  specialize  in  examining  capital 
markets  activities  of  banks,  including  off-balance  sheet  activities.  This  group  receives  specialized 
training  on  an  ongoing  basis,  the  primary  forums  for  wdiidi  are  an  annual  capital  markets  seminar 
and  periodic  seminare  on  specialized  topics.  These  seminars  include  speakers  from  within  the 
agency,  as  well  as  industry  experts.  Recent  topics  that  have  related  to  derivative  products, 
include: 

0  Mortgage  Banking  Pipeline  Management  and  Hedging 

o  Amortizing  Interest  Rate  Swaps 

o  Credit  Risks  in  Capital  Markets  Transactions 

o  Credit  Risk  Management  of  Capital  Markets  Prodi'cts 

0  Managing  Aggregate  Trading  Risks 

0  Hedging  (Mortgage)  Prepayment  Risks 

o  Bankers' Perspectives  of  Interest  Rate  Risk 

o  Off-Balance  Sheet  Alternatives  to  Cash  Market  Collateralized  Mortgage  Obligations 

o  Hedging  (Mortgage)  Servicing  Runoff  Using  Option-Adjusted  Analysis 

o  Hidden  Liquidity  Risks 

o  Use  of  Synthetic  Swaps  in  Bank  Portfolios 

0  Commodity  Swaps 

0  Examination  Issues  in  Off-Balance  She^  Products 

0  Liquidity  Management  in  a  Distressed  Environment  ' 

0  Integrated  Risk  Management 

These  czqDital  maricets  specialists  are  provided  with  reference  materials  which  assist  them  in  their 
examination  work  in  securities  and  derivatives.  Recent  materials  made  available  to  these 
specialists  include  The  Mnnev  Market  by  Marcia  Stigum  and  The  Handbook  of  Fixed  Income 
Securities,  edited  by  Frank  Fabozzi. 

F-xh  specialist  also  receives  a  quarterly  Coital  Markets  Newsletter  published  by  the  OCCs 
t  "uef  National  Bank  Examiner's  office.  The  newsletter  often  includes  feature  articles  on 
derivatives  and  provides  an  annotated  bibliography  of  the  most  interesting  articles  on  derivatives 
published  in  various  periodicals  and  industry  pidslications  during  the  prior  quarter.  These  articles 
are  available  to  examiners  iqx)n  request 

On-the-job  training,  throu^  participation  in  onsite  examinations,  provides  the  strongest 
background  and  knowledge  bas*^  to  an  examina:.  OCC  examinatiwis  at  tfie  largest  trading  banks 
are  deliberately  staffed  with  a  mix  of  very  espenenced  to  modestly  experienced  examiners.  In 
addition,  examiners  are  frequently  rotated  among  districts  and  institutions  to  provide  exposure 
to  different  derivative  activities,  risk  managanent  systems,  technological  systems,  etc.  This 
process  provides  substantive  training  to  inexperienced  examiners,  while  allowing  nwre  specialized 
examiners  to  stay  abreast  of  current  developmaits  in  the  derivatives  markets. 
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RFfil  JT  ATORY  AUTHORITY  OVRR  DERIVATIVE  TRANSACTIONS 

The  authority  of  the  OCC  to  regulate  the  derivatives  activities  of  national  banks  is  derived  fiom 
the  Comptrollei's  authority  to  regulate  national  banks,  generally.  As  one  court  has  noted: 

"The  banking  laws  grant  the  OCC  .  .  .  sweeping  siqjervisory  and  enforcement  powers  . 
.  .  The  supervisory  authority  of  the  Comptroller  extends  over  all  aspects  of  a  bank's 
existence."  In  Re:  Franklin  National  Bank  Securities  Litigation,  478  F.  Supp.  210,  217 
(E.D.  NY  1979). 

In  addition,  tfie  OCC  has  the  ejqjress  statutory  authority  to  "prescribe  rules  and  regulations  to 
cany  out  the  responsibilities  of  the  office,"  and  to  enforce  national  bank  conpliance  with  relevant 
statutes  and  regulations  througji  a  wide  array  of  enforcement  remedies.  See  12  U.S.C.  93a  and 
1818. 

(b)  The  Joint  Report  mentions  that  reporting  requirements  (fisclose  the  notional  values 
of  certain  derivatives  only,  and  tiierefore  do  not  address  the  institution's  actual 
exposures  which  may  average  approximately  2-8%of  tiie  notional  amount  V/bat 
suggestions  do  you  have  for  chai^ng  ttie  reporting  requirements  to  reflect  actual 
exposures  from  derivative  activities,  including,  but  not  limited  to,  crecfit  exposure 
and  maitet  exposure?  Do  you  feel  any  chaises  are  needed?  , 

Notional  and  Par  Value  Disclosures 

While  not  intended  to  measure  credit  or  market  risks,  disclosure  requirements  calling  for  notional 
and  par  value  data  provide  useful  information  regarding  the  volume,  nature,  and  trends  of  bank 
derivative  activities  (see  Schedule  RC-L  of  the  Call  Report,  attached  as  Appendix  9).  Financial 
analysts  and  other  parties  utilize  notional  and  par  value  data  to  monitor  these  derivative  activities. 
Examiners  utilize  such  data  in  formulating  supervisory  plans  and  initiatives.  Notional  and  par 
values  can  be  indicators  of  a  bank's  entrance  into  new  markets  and  the  expansion  of  lines  of 
business.  These  amounts  serve  the  same  purpose  as  indicators  for  the  general  marketplace.  We 
believe  these  disclosures  are  beneficial,  sinple  to  obtain,  and  should  not  be  eliminated 

Credit  and  Market  Exposures 

Credit  equivalent  ejqx)sures  are  currently  summarized  and  evaluated  in  conjunction  with  the 
calculation  of  risk-based  capital.  These  exposures  may  be  calculated  using  the  infomiation 
reported  on  schedule  RC-R  of  the  Call  Report,  which  is  attached  as  Appendix  10. 

Information  related  to  interest  rate  risk  (IRR)  ejqxjsures  of  derivatives  will  be  disclosed  and 
evaluated  unda  proposed  revisions  to  risk-based  capital  standards  in  response  to  Seaion  305  of 
FDICIA.  The  OCC  is  wwking  with  the  FDIC  and  Federal  Reserve  Board  (the  banking  agencies) 
on  these  proposed  revisions  and  die  banking  agencies'  joint  notice  of  prqx)sed  rulemaking  on 
IRR  was  published  in  the  Federal  Register  for  comment  on  September  14,  1993.  The  reporting 
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requirements  envisioned  in  this  proposal  arc  summarized  in  our  response  to  Question  #l(c), 
below.  The  banking  agencies  have  proposed  inplementing  rqwrting  requirements  for  IRR 
effective  with  the  March  31,  1994  Call  Rqwrt,  and  making  revised  coital  requirements  for  IRR 
effective  on  December  31, 1994.  The  public  comment  period  for  this  proposal  closes  on  OctobCT 
29,  1993.  The  actual  dates  for  implementing  new  reporting  and  capital  requirements  will,  of 
course,  depend  on  the  timing  of  the  issuance  of  a  final  rule. 

In  addition  to  the  domestic  effort  on  IRR  discussed  in  response  to  Question  #  1(b),  the  OCC  is 
also  participating  in  the  effort  of  the  Basle  Committee  on  Bank  Supervision  (the  Basle 
Committee)  to  develop  revised  capital  requirements  for  the  market  risk  in  banks'  trading 
portfc'ios  (including  dOTvatives)  and  foreign  exchange  activities.  The  Basle  Committee  released 
consultative  papers  on  these  efforts  in  April,  1993.  The  initial  cwisultative  period  for  these 
papers  closes  on  December  31,  1993.  These  efforts,  if  adopted,  will  likely  result  in  increased 
reporting  disclosures  for  the  m^et  risks  associated  with  derivative  activities  in  trading  pcatfolios 
and  foreign  exchange  contracts.  These  proposals  are  discussed  more  fiUly  in  our  response  to 
Question  #2. 

The  OCC  does  not  believe  that  current  rqxMting  requirements  jMOvide  adequate  "public" 
disclosure  of  fmancial  derivatives  exposures,  and  is  exploring  the  need  for  expanded  disclosures 
or  different  disclosures  than  those  discussed  above.  The  OCC  wants  to  clarify,  however,  that  as 
supervisor  of  national  banks  it  has  regular  access  to  quality  information  that  enables  the  OCC  to  *■ 
supervise  those  national  banks  that  are  financial  derivatives  dealere.  This  information  is  tailored 
to  the  volume  and  risks  at  each  bank,  and  is  regularly  analyzed  by  examiners  assigned  to  these 
institutions. 

(c)  The  Joint  Report  states  that  "—sonK  lepoiting  chaises  are  under  coitsideratioa 
In  particular,  ^ency  staff  is  reviewing  the  extent  to  which  bilateral  nettii^ 
aim^ements  should  be  reflected  in  the  reportiiig  of  replacement  cost  exposuiBs. 
In  addition,  cmrent  efforts  on  interest  rate  risk  in  response  to  Section  305  of 
FDICIA  will  require  increased  (fisclosure  of  derivative  exposinw,  and  Section  308 
requires  banks  to  establish  standaids  to  evaluate  their  exposures  to  weak 
institutions,  iiKlufing  those  arising  from  derivative  products."  Hease  provide  a 
detailed  update  on  these  and  other  reportii^  chaises  cmrently  under  consideration 
by  your  ^ency. 

Replacement  Cost  Exposures 

Qirrent  risk-based  capital  calculations  for  derivative  instruments  permit  the  netting  of 
replacement  cost  exposures  of  multiple  COTlracts  with  a  single  counterparty  only  if  those  attracts 
are  subject  to  novatioa  The  OCC  is  participating  in  the  Basle  Committee's  evaluation  of 
bilateral  netting  arrangements  and  anticipates  issuing  a  notice  of  proposed  rulemaking  by  the  end 
of  this  year  to  solicit  public  comment  on  the  issue  of  whethw  the  risk-based  cspital  guidelines 
should  be  amended  to  recognize  bilateral  netting  arrangements.  TTie  proposed  rule  would  permit 
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netting  of  replacement  cost  exposures  for  contracts  entered  into  under  a  legally  enforceable 
master  netting  agreement 

FDIQA  Section  305 

As  noted  in  our  response  to  Question  #  1(b)  above,  the  U.S.  banking  agencies'  proposal  on  interest 
rale  risk,  currently  out  for  comment,  would  result  (if  adopted)  in  increased  disclosure  of 
derivative  exposures.  The  reporting  format  under  consideration  would  require  institutions  to 
report  assets,  liabilities,  and  ofiF-balance  sheet  items  across  seven  maturity  ranges  (time  bands) 
based  on  the  time  remaining  to  maturity  or  the  next  repricing  date.  A  copy  of  the  fffoposed 
reporting  schedule  is  attached  as  Ai^^endix  11'. 

As  proposed,  institutions  would  be  required  to  rqxjrt  ofiF-balance  sheet  positions  across  the  time 
bands  of  the  reporting  schedule.  Derivative  instruments  with  option  characteristics  (e.g., 
swaptions,  c^,  floors  and  collars)  would  be  rqxarted  separately  fixim  those  rqjresenting  firm 
commitments  (e.g.,  swaps,  fiitures,  and  forward  rate  agreements).  Mortgage-related  fixed-rate 
commitments  and  other  ofiF-balance  sheet  derivative  instruments  whose  value  depends  on  the 
value  of  an  underlying  asset  «•  index  with  amortizing  characteristics  also  would  be  reported 
separately.  Derivatives  held  in  trading  portfolios  would  be  reported  separately  from  derivatives 
used  to  manage  a  bank's  overall  interest  rate  risk  profile. 

Futures,  forwards,  options,  and  firm  commitments  to  buy  or  sell  loans  and  securities  would  be 
reported  using  two  entries  with  opposite  signs,  indicating  a  long  and  a  short  position.  Futures, 
forwards,  and  options  would  have  one  entry  reported  in  the  time  band  con^ponding  to  the 
settlement  date  of  the  contract  plus  the  maturity  of  the  underlying  instrument,  and  an  ofTsening 
entry  in  the  time  band  that  corresponds  to  the  settlement  date  of  the  contract  For  example,  a 
bank  that  buys  a  5-year  Treasury  note  futures  contract  for  delivery  in  two  months  would  record 
this  position  as  a  long  position  in  die  5-  to  7-year  time  band  (the  bank  is  long  or  "owns"  the  5- 
year  note)  and  a  short  position  in  the  1-  to  3-month  time  band  (to  represent  the  financing  cost 
if  the  bank  purchases  the  note). 

Interest  rale  swaps,  caps,  and  floors  would  also  be  reported  using  two  separate  entries,  with  one 
entry  reported  in  the  time  band  conresponding  to  the  maturity  of  the  instrument  and  an  oflfsetting 
entry  in  the  time  band  axresponding  to  the  next  repricing  of  the  floating  side  of  the  instrument 
For  exanple,  a  2-year  interest  rate  swap,  where  a  bank  receives  a  floating  rate  quarterly  and  pays 
the  fixed  rate,  would  be  treated  as  a  long  position  (positive,  because  the  bank  is  receiving  the 


'An  exemption  from  any  additional  reporting  requirements  is  proposed  for  any  bank  that 
meets  the  following  two  criteria:  (a)  The  total  notional  amount  of  its  off-balance-sheet  interest 
rate  contracts  does  not  exceed  10  percent  of  its  total  assets;  and  (b)  A  15  percent  "haircut" 
applied  to  the  sum  of  its  fixed-  and  floating-rate  loans  and  securities  that  mature  or  reprice 
beyond  five  years  is  less  than  30  percent  of  total  capital. 
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cash  flow)  in  the  1-  to  3-nx3nth  time  band  and  a  short  positiai  (negative,  because  the  bank  is 
paying  the  cash  flow)  in  the  1- to  2-year  tinie  band. 

The  dollar  amounts  reported  for  instruments  with  option  characteristics  would  be  derived  using 
one  of  two  alternative  methods.  The  first  mediod  would  require  the  reporting  of  positions  using 
delta-equivalent  values^.  The  second  rqxjrting  alternative  would  require  the  reporting  of 
positions  only  if,  on  the  rgxjrt  date,  the  index  rate  or  the  rate  to  be  received  is  within  100  basis 
points  of  the  strike  rate  (pice).  Under  this  alternative,  if  the  position  is  reported,  the  notional 
value  would  be  used.  The  banking  agencies  have  requested  comm«it  on  this  reporting 
methodology  as  well  as  the  use  of  delta-equivalent  values  for  ofiF-balance  sheet  positions  with 
option  characteristics. 

As  noted  in  the  proposed  rule  for  section  305,  the  OCC  ejqjects  banks  that  engage  in  significant 
oflf-balance  sheet  activities  to  have  internal  systems,  includuig  options  pricing  models,  which  can 
properly  value  the  types  of  transactions  used  in  their  risk  management  activities.  Accordingly, 
for  purposes  of  section  305,  the  OCC  has  proposed  to  allow  banks  to  estimate  the  interest  rate 
sensitivity  of  off-balance  sheet  instruments  using  internal  models  and  is  considering  a  sq^arate 
Call  Report  schedule  for  repenting  internal  model  results.  In  this  si55plemental  schedule,  banks 
would  report  their  own  estimated  changes  in  the  market  values  of  their  derivative  positions  for 
a  specified  increase  and  decrease  in  interest  rates.  A  copy  of  the  schedule  under  consideration 
is  attached  as  Appendix  12.  v 

FDICIA  Section  308 

Regulation  F,  12  CFR  206,  attadied  as  Appendix  13,  implements  section  308  of  FDICIA,  which 
required  the  Board  of  Governors  of  the  Federal  Reserve  System  (FRB)  to  prescribe  standards  to 
limit  the  risks  posed  by  exposure  of  an  insured  depository  institution  to  otha  depository 
institutions.  The  regulation,  as  issued  by  the  FRB,  consists  of  two  primaiy  parts:  Pmdential 
Standards  (Section  206.3),  whidi  became  eflFective  on  June  19,  1993,  and  Credit  Exposure 
(Section  206.4)  which  will  be  phased  in  beginning  June  19,  1994. 

The  "Prudential  Standards"  sectiai  requires  banks  to  develop  and  adopt  internal  policies  and 
procedures  to  evaluate  and  control  exposure  to  the  correspcxKlents  baiJcs  with  which  they  do 
business.  The  procedures  must  provide  for  the  consideration  of  liquidity,  credit,  and  operational 
risks.  Exposures  arising  from  derivative  contracts  should  be  included  within  the  scope  of  these 
procedures. 


^The  delta  value  of  an  option  rqiresents  the  ejqsected  change  in  the  qjtion's  price  as  a 
proportion  of  a  small  change  in  the  price  of  the  underlying  instrument  An  option  whose  price 
changes  by  $1  for  every  $2  change  in  the  price  of  the  underiying  instrument  has  a  delta  of  0.5. 
The  delta-equivalent  value  of  an  option  position  is  equal  to  the  qjtion's  delta  multiplied  by  its 
principal  or  notional  amount 
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The  "Credit  Exposure"  section  requires  a  bank  to  inqslement  internal  policies  and  procedures  that 
limit  correspondents'  "credit  exposure."  This  exposure  is  limited  to  25  percent  or  less  of  the 
exposed  bank's  coital,  unless  the  bank  can  show  that  the  correspondent  is  at  least  "adequately 
capitalized."  June  19,  1994  is  the  date  by  wtiich  banks  must  begin  to  limit  credit  exposure  to 
correspondents  which  are  not  at  least  "adequately  capitalized."  Initially,  the  limit  will  be  set  at 
50  percent  of  the  exposed  bank's  capital.  On  June  19,  1995,  this  limit  declines  to  25  percent. 
All  derivative  contracts  for  wWch  a  bank  must  maintain  capital  under  the  risk-based  capital 
guidelines  (i.e.,  those  contracts  that  ejqx)se  the  bank  to  counterparty  risk)  are  included  in 
determining  a  bank's  credit  exposure  to  a  correspondoiL 

No  regulatory  reporting  changes  have  been  adopted  in  conjunction  with  Regulation  F.  Banks' 
compliance  with  this  regulation  will  be  monitored  by  the  OCC  throu^  the  examination  process. 

Other  Reporting  Changes 

Financial  reporting  changes  currently  under  consideration  by  the  OCC  include  permitting  the 
netting  of  balance  sheet  amounts  for  derivative  financial  instruments.  The  Financial  Accounting 
Standards  Board  (FASB)  recently  issued  Interpretation  #39  (FIN  #39)  which  permits  netting  to 
the  extent  that  the  agreements  governing  the  relationship  between  the  parties  contain  a  legally 
enforceable  netting  provision.  Adoption  of  the  FIN  #39  netting  criteria  is  effective  beginning 
January  1.  1994. 

In  additioa  the  OCC  is  considering  the  regulatory  accounting  treatment  of  various  financial 
derivative  instruments.  The  OCC  is  concerned  that  definitive  accounting  standards  for  many 
derivatives  have  not  been  issued  by  the  F.ASB.  Due  to  the  lack  of  accounting  standards  in  this 
area  derivatives  (especially  swaps)  are  not  consistently  accounted  for  from  one  institution  to  the 
next. 


(2)  Please  discuss  in  detail  capital  requirements,  both  current  and  proposed,  as  they  relate  to 
derivative  activities  of  institutions  regulated  by  your  agency.  Eto  you  fee!  the  current 
capital  standards  are  adequate? 

The  OCC  has  some  concerns  that  capital  standards  for  derivatives  may  not  adequately  reflect 
risks.  Under  the  current  risk-based  capital  (RBC)  guidelines,  there  is  an  explicit  capital  charge 
for  the  credit  risk  (counterparty  risk)  exposure  of  over-the-counter  (OTC)  derivative  products. 
This  capital  charge  ^plies  to  interest  rate  and  foreign  exchange  (FX)  swaps,  forward  rate 
agreements  (FRAs)  and  purchased  interest  rate  and  FX  options.  The  treatment  has  been  extended 
to  apply  to  newer  derivative  products,  including  commodity  and  equity  index  swaps. 

The  OCC  believes  that  the  inclusion  of  oflf-balance  sheet  counterparty  exposures  into  capital 
standards  was  an  important  and  necessan'  step  in  ensuring  that  adequate  capital  is  maintained  by 
banks  for  derivatives  activities.  However,  the  OCC  also  recognizes  that  the  current  standards 
(see  the  discussion  under  the  "Credit  and  Market  Risk"  section  of  the  response  to  Question  #l(b) 
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above)  do  not  ejqjlicith'  consider  market  risk,  and  that  as  new  products  or  activities  emerge  in 
the  derivatives  niaricets,  the  RBC  standards  m^  need  revision.  Hence,  the  OCC  is  actively 
involved  in  several  regulatory  capital  initiatives  addressing  shortcomings  in  the  current  RBC 
standards  that,  if  adopted,  would  result  in  modifications  to  the  current  RBC  treatment  for 
derivatives.  The  scope  of  these  initiatives  includes  the  appropriate  treatment  of  credit  and  market 
risk.  The>'  are  being  pursued  jointly  with  the  other  US  banking  agaicies  and  with  international 
banking  supervisors  throu^  the  Basle  Committee.  Given  the  truly  global  nature  of  derivative 
markets,  the  OCC  strongly  believes  that  equivalent  capital  regulations  among  banking  agencies 
and  countries  is  desirable  to  prevent  competitive  inequalities  and  to  ensure  prudential  banking 
standards  in  all  major  markets. 

The  initiatives  that  are  being  studied  or  developed  are  described  below.  The  OCC  believes  that 
these  initiatives,  if  implemented,  will  enhance  regulatory  coital  standards  for.  and  supervision 
of  fmancial  derivatives  activities.  However,  the  OCC  believes  that  the  importance  and 
complexit>'  of  these  proposals  demand  that  we  provide  sufificiait  opportunities  for  public  revie\% 
and  comment  on  the  proposals.  The  OCC  will  carefully  consider  these  comments  before 
adopting  any  proposals. 

The  initiatives  that  are  being  studied  or  developed  are: 

CREDIT  RISK 

(a)  The  Basle  Committee  Profxjsal  on  Netting  wo'-tid  recognize  legally  enforceable  bilateral 
netting  arrangements  when  computing  a  bank's  counterpart)'  credit  risk  ejqx)sure  in 
derivatives.  Presently,  only  netting  by  novation  is  permitted.  Althou^  this  proposal 
would  have  the  effect  of  ralucing  the  current  capital  charge  for  certain  derivatives,  the 
OCC  believes  that  this  proposal,  by  encouraging  the  use  of  enforceable  bilateral  netting 
arrangements,  will  reduce  the  level  of  settlemait,  and  hence,  systemic  risk  in  the 
derivatives  markets. 

The  Basle  Committee  released  a  consultative  paper  on  this  proposal  in  April,  1993.  The 
OCC  anticipates  issuing  a  notice  of  proposed  rulemaking  on  this  topic  by  year-end. 

(b)  The  Basle  Committee  Sub-Group  on  Off-Balance  Sheet  Activities  is  reviewing  the  current 
RBC  treatment  of  derivatives  for  countaparty  risL  This  review  could  lead  to 
recommended  changes  in  the  factors  used  to  estimate  "potential  future"  counterparty  risk 
for  some  financial  derivatives. 

This  work  is  still  under  discussion  by  the  Basle  Committee's  sub-groiq)  and  no  formal 
proposal  has  yet  been  made. 

(c)  The  OCC  recently  published  a  Notice  of  Proposed  Rulemaking  on  Collateralized 
Transactions,  which  would  amend  the  RBC  guidelines  to  lower  the  risk  wei^t  from  20 
percent  to  zero  percent  for  particular  transactions  that  are  collateralized  by  cash  or 
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government  securities.  This  RBC  treatment  would  more  accurately  reflect  the  minimal 
operational  risk  and  the  near  absence  of  credit  risk  for  certain  transactions.  Although  not 
specifically  listed  as  a  type  of  transaction  covered  by  the  proposed  rule,  the  OCC 
requested  comment  upon,  and  is  considering  including,  collateralized  financial  derivatives 
counterpart}'  exposures  among  the  transactions  that  could  receive  a  zero  percent  risk 
weight.  We  anticipate  working  with  the  FRB  and  FDIC  to  ensure  a  uniform  application 
of  our  respective  collateralized  transactions  rules.  The  FRB's  fmal  rule  was  published 
year-end  1992. 

MARKET  RISK 

(a)  The  FDICIA  Section  305  Proposal,  discussed  above  in  response  to  Question  #  1  (c),  would 
establish  a  system  for  measuring  a  bank's  overall  interest  rate  risk  exposure  and  would 
provide  a  basis  for  requiring  capital  for  exposures  that  exceed  a  threshold  le\el. 
Derivatives  would  be  included  in  the  risk  measure. 

The  US  banking  agencies  issued  a  joint  notice  of  proposed  rulemaking  on  this  proposal 
on  September  14,  1993.  The  comment  period  for  the  proposal  closes  on  October  29. 
1993. 

(b)  The  Rasle  Committee  Proposal  on  Market  Risk  for  Trading  Books  would  incorporate  a 
capital  charge  for  the  market  risk  of  equity  and  debt  derivatives  that  are  part  of  a  bank's 
trading  activities.  This  charge  would  be  in  addition  to  the  current  RBC  charge  for 
counterpart)'  (credit)  exposures.  The  charge  would  not  be  applied  to  derivatives  held 
outside  of  trading  portfolios,  such  as  those  used  to  hedge  structural  balance-sheet 
positions. 

The  Basle  Committee  issued  a  consultative  paper  on  this  proposal  in  Apn\,  1993.  The 
consultative  period  closes  December  31,  1993.  Any  modifications  to  the  OCC's  current 
RBC  guidelines  that  might  result  from  this  propK)sal  will  be  issued  for  full  public 
comment  through  the  rulemaking  process.  The  OCC  will  careflilly  consider  these 
comments  before  adopting  any  proposals. 

(c)  The  Basle  Committee  Proposal  on  Foreign  Exchange  Risk  would  introduce  a  capital 
charge  on  a  bank's  net  op)en  foreign  currency  and  precious  metals  positions.  Any  foreign 
exchange  or  precious  metals  derivative  instrument  would  be  included  in  determining  a 
bank's  net  open  position.  This  charge  would  be  in  addition  to  any  ^plicable  counterpart}' 
or  market  risk  capital  charges  currently  under  consideration  by  the  Basle  Committee. 

The  Basle  Committee  issued  a  consultative  paper  on  this  proposal  in  April,  1993.  The 
consultative  period  closes  December  31,  1993.  Any  modifications  to  the  OCC's  current 
RBC  guidelines  that  mi^t  result  from  this  proposal  will  be  issued  for  full  public 
comment  through  the  rulemaking  process.  The  OCC  vwU  carefully  consider  these 
comments  before  adopting  any  proposals. 
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Appendix  14,  Capital  Treatment  for  Derivatives,  provides  greater  detail  on  the  current  RBC 
treatment  for  derivatives  and  on  the  FDICIA  Section  305  and  Basle  Committee's  Market  Risk 
Proposal. 


(3)  Please  dBscuss  which  types  of  derivative  ustnimeiits  ustitutioas  under  your  jurisddion 
are,  and  are  not  pennitted  to  utilize.  Please  dstinguish  between  the  types  of  derivatives 
institutioDS  are,  and  are  not,  pennitted  to  utilize  forcfifferent  functions  ucluifing  tracfing 
for  customer  accounts,  tracfii^  (revenue)  for  their  own  accounts,  and  hedging  for  their 
own  accounts.  Please  indicate  the  relative  use  of  different  derivative  instruments  by  such 
institutions.  In  addition,  please  indicale  the  relative  use  of  such  derivatives  by  such 
institutions  for  the  dfTerent  functiois  mentioned  above. 

National  banks  and  their  subsidiaries  have  the  authority  to  enter  into  a  wide  array  of  derivatives 
transaaions  and  instiumaits,  both  for  their  own  accounts  and  to  accommodate  their  customers. 
Financial  derivatives  may  be  broadly  defined  as  financial  instruments  that  derive  their  values 
from  the  performance  of  other  assets,  rates  or  indexes,  and  irKlude  a  wide  assortment  of  types 
of  fmancial  contracts,  including  structured  debt  obligations  and  dqx)sits,  swaps,  futures,  options, 
caps,  floors,  collars,  forwards,  and  various  combinations  thereof  See.  Securities  and  Exchange 
Commission  Concept  Release  No.  34-32256,  58  Fed.  Reg.  27486,  27487  (May  10,  1993)  and 
sources  cited  thereia  ► 

A  national  bank  may  enter  into  derivatives  transactions  as  principal  in  order  to  hedge  risk 
ejqxisures  arising  from  its  investment  portfolio  or  non-dealer  operations.  In  addition,  a  national 
bank  may  enter  into  derivatives  transactions  for  its  own  account  as  an  incident  to  its  authorized 
dealer-bank  trading  activities,  where  the  bank  may  lawfully  purchase  and  sell  the  underlying 
instrument  or  product  for  its  own  account  This  would  include,  for  exanple,  derivative 
instruments  in  U.S.  Government  securities,  foreign  exdiange  and  bank-eligible  jrecious  metals. 

A  national  bank  is  also  authorized  to  enter  into  derivative  transactions  as  agent  fw  its  customers, 
or  as  principal  in  transactions  where  the  bank  is  serving  as  a  financial  intermediary'  for  its 
customers,  whether  or  not  the  bank  has  the  power  to  act  as  principal  for  its  own  account  with 
respect  to  the  underlying  instrument  or  product  Thus,  far  exanple,  the  OCC  has  permitted 
national  banks  to  est^lish  operating  subsidiaries  that  function  as  futures  commission  merchants 
by  soliciting,  accepting,  and  executing  customer  orders  for  flitures  and  options.  The  OCC  has 
also  permittol  national  banks  to  enter  into  matched  and  unmatched  commodity  pice  index  swap 
transactions  in  order  to  assist  their  customers  in  limiting  certain  financial  risks  resulting  from 
fluctuations  in  commodity  prices,  and  to  hedge  such  transactions  on  a  portfolio  basis. 

In  general,  national  banks  are  permitted  to  use  derivative  products  so  long  as  the  activities 
specified  in  the  preceding  paragraph  are  consistent  with  the  bank's  policies  and  procedures,  and 
safe  and  sound  banking  practices.  The  relative  use  of  difioent  derivative  instruments  by  national 
banks  and  the  differoit  funaions  for  A^ch  they  are  used  vary  from  bank  to  bank  based  on 
customer  demand,  market  conditions,  con^xtition,  and  the  extent  of  tiie  bank's  dealer  activities, 
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attached  as  Appendix  15.  The  OCC  notes,  however,  that  larger  national  banks  engage  in  a  large 
amount  of  sophisticated  functions  involving  a  wide  variety  of  complex  derivative  instniments. 
such  as  cross<urrency  interest  rate  swaps,  while  smaller  banks  are  more  likely  to  be  involved 
in  "plain  vanilla"  derivatives  transactions  (such  as  exchange-traded  futures,  fixed/floating  interest 
rate  swaps,  and  interest  rate  caps  and  floors)  for  risk  management  purposes. 

(4)       Please  dSscuss  the  benefits  that  may  be  realized  from  utillzii^  derivative  instruments,  such 
as  usii^  them  for  risk  man^ement  and  asset-liability  management  puiposes. 

Could  the  development  ant*  use  of  derivative  products  by  savii^  and  loans  (S&Ls)  ^uid 
odiets  have  helped  to  prevent  the  S&L  crisis:  For  example,  could  the  use  of  interest  rate 
swaps  by  S&Ls  have  helped  them  to  sufficiendy  control  duration  and  interest-rate 
mismatches?  (Especially  mismatches  due  to  loi^-temi  mortgage  assets  yielcfing  low 
interest  rates  being  combined  with  short-tenn  liabilities  commancfii^  high  interest  rates.) 

The  growth  of  derivatives  markets  over  the  past  several  years  has  increased  fuiancial  market 
efficiency  and  provided  market  participants  with  an  expanded  array  of  tools  for  risk  management. 
Financial  institutions  can  use  derivative  transaclions  to  broaden  their  access  to  capital  markets, 
thereby  increasing  their  possibilities  for  efficient  funding  and  investing. 

V 

Some  derivatives  transactions  enable  users  to  reduce  their  costs  throu^  fmancial  arbitrage.  Each 
party  taps  the  market  where  it  can  obtain  the  best  relative  terms  and  then  adjusts  its  obligations 
to  obtain  the  most  desired  financial  structure. 

Financial  institutions  aiming  to  reduce  their  risk  can,  through  proper  use  of  derivative 
instruments,  disaggregate  the  risks  that  are  often  found  in  traditional  fmancial  instruments,  and 
transfer  such  risks  to  parties  that  are  better  suited  or  more  willing  to  take  on  and  manage  those 
risks. 

If  derivatives  mari<ets  had  been  well-developed  15  years  ago,  S&Ls  that  had  the  objective  of 
reducing  their  risks  mi^t  have  been  able  to  use  derivatives  to  reduce  substantially  the  losses  they 
suffered  in  the  late  1970s  and  early  1980s.  Today,  S&Ls  funding  their  fixol-rate  mortgage 
portfolios  wddi  short-term  deposits  can  use  derivatives  instruments  to  reduce  their  interest  rate 
risL  For  example,  an  S&L  can  swap  its  floating-rate  payments  on  its  short-term  deposits  for 
fixed  interest  rate  payments;  or  it  can  swap  the  fixed-rate  income  it  receives  fix)m  its  mortgage 
loans  for  floating-rate  interest  income.  In  both  cases,  the  institution  can  better  match  the  income 
stream  on  its  assets  to  the  payment  stream  on  its  liabilities,  and  it  can  reduce  the  risk  of  capital 
loss  that  could  result  from  an  unexpected  rise  in  interest  rates. 
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(5)  '    (a)       ^Miat  are  your  primaiy  regidafoiy  concens  reganfing  derivative  activities  of 
'  institutions  siqKivised  by  your  agen^? 

The  OCCs  general  regulatwy  concerns  regarding  derivatives  activities  of  national  banks  are  that: 

(i)  banks  that  engage  in  derivatives  transactions,  either  as  dealers,  end-users  or  both, 
should  ^propriately  manage  the  credit,  market,  liquidity,  q^erational  and  settlement  risks  arising 
out  of  derivatives  transactions  and  have  e;qx)sure  limits  to  omtiol  diese  risks; 

(ii)  banks  should  maintain  the  apfsroptiate  level  of  coital  to  cushioi  the  impact  of 
unanticinated  losses  arising  out  of  their  derivatives  transactions; 

(iii)  individually,  banks  should  engage  in  derivatives  transacticxis  in  a  manner  that  does 
not  negatively  affect  the  safe^  and  soundness  of  the  U.S.  banking  system,  as  well  as  that  of  the 
individual  bank; 

(iv)  banks  that  engage  in  derivatives  transactions  should  have  the  sophistication  and 
expertise,  including  both  human  resources,  and  systems  and  operations  capabili^,  to  understand 
the  complexity  of  the  transactions  in  wiiich  they  engage  and  manage  the  risks  th^  are  incurring; 
and 

(v)  the  Board  of  Directors  and  senior  management  of  a  bank  should  understand  the 
risks  of  dealing  in  financial  derivatives  transacticMis,  have  ^)proved  a  strategy  foe  engaging  in 
such  transactions,  and  are  providing  proper  oversi^  of  a  bank's  financial  derivatives  activities. 

More  specifically,  the  OCC  ^vants  to  ensure  that  all  banks,  including  smaller  banks  diat  are  less 
*  e?q)erienced  in  the  activity,  are  prq)erly  using  financial  derivatives  instniments  to  lower  their 
funding  costs,  diversify  flinding  sources,  and  to  reduce  and  manage  the  risks  to  which  they  are 
CTqxised  by  virtue  of  their  other  banking  activities,  and  not  to  take  positions  that  unduly  expose 
them  to  changes  in  interest  rates,  currency  rates,  or  equity  or  commodity  prices. 

Acting  as  a  dealer,  and  managing  a  portfolio  of  derivatives  transactions,  exposes  a  national  bank 
to  risks  in  a  greater  amount  md  of  a  mudi  greater  oonplexity  than  ^Kse  to  whidi  it  is  e?qx)sed 
when  it  engages  in  derivatives  transactions  as  an  end-user.  Therefore,  the  CXX  is  concerned 
because  some  national  banks  that  have  been  engaging  in  derivatives  transactions  for  the  limited 
purposes  of  risk  reduction  and  risk  management,  ba.  have  begun  to  act  as  financial  intermediaries 
(dealers)  as  an  additional  service  or  accommodation  to  dieir  customers,  may  not  have  the  systems 
and  the  qualified  personnel  necessaiy  to  engage  in  sudi  business. 
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(b)       Do  you  believe  that  any  fundamental  changes  in  the  current  regulatory  framewoik 
for  institutions  using  financial  derivatives  is  needed  at  this  time? 

The  CK^C  does  not  believe  that  fundamental  changes  in  the  current  regulatory  frame^vork  for 
national  banks  are  needed  at  this  time  by  virtue  of  their  transactions  in  financial  derivatives.  The 
OCC  does  believe,  however,  that  certain  improvements  in  regulatory  siqjervision  of  derivatives 
activities  are  ^propriate  at  diis  time. 

Financial  derivatives,  properly  used,  can  provide  national  banks  with  substantia]  benefits.  The>- 
can  provide  banks  and  their  customers  with  greater  flexibility  in  managing  their  risks  by 
disaggregating  risks  that  are  found  -n  various  types  of  financial  instruments  and  services.  ar.d 
transferring  those  risks  to  parties  who  are  more  willing,  or  better  suited,  to  take  or  manage  such 
risks.  In  addition,  financial  derivatives  transactions  often  provide  users  with  the  lowest  cost 
funding  alternatives  by  reducing  transaction  costs  and,  in  some  cases,  by  exploiting  arbitrage 
opportunities  across  firiancial  markets.  Further,  banks  can  efficiently  use  derivatives  to  reduce 
undesirable  exposures  to  factors  such  as  interest  rate  changes  or  currency  fluctuations.  The  OCC 
encourages  the  use  of  derivatives  by  national  banks  for  such  purposes. 

However,  the  derivatives  activities  of  U.S.  financial  institutions  have  appropriately  raised  concern 
at  the  (XC,  as  well  as  at  the  other  U.S.  (and  foreign)  supervisors  of  financial  institutions.  The 
basis  for  this  concern  is  the  rapid  growth  of  the  fmancial  derivatives  market  over  a  relatively" 
short  period  of  time  and  the  complexity  of  many  fmancial  derivatives  transactions.  In  addition, 
financial  derivatives  transactions  have  been  a  source  of  substantial  revenue  for  a  handfiil  of  larger 
institutions  who  have  acted  as  dealers  in  the  market  Recent  history  has  shown  that  even  the 
largest  and  most  sophisticated  financial  institutions  do  not  necessarily  exercise  sound  judgement 
in  entering  into  financial  transactions  that  have  the  potential  to  be  very  profitable  and  that  they 
sometimes  fail  to  manage  and  control  properly  their  risks  in  fast-growing  markets. 

Financial  derivatives  also  raise  supervisory  concerns  because  of  their  complexity.  The  risks  to 
which  U.S.  banks  are  exposed  by  virtue  of  their  fmancial  derivatives  activities  are  risks  to  which 
thev'  are  already  exposed,  and  wtiich  they  are  currently  managing,  in  connection  with  many  other 
client-related  activities  (including  making  loans  to  agricultural  institutions,  issuing  letters  of  credit 
to  support  the  foreign  obligations  of  U.S.  institutions  and  establishing  lines  of  credit  for  broker- 
dealers),  as  well  as  in  connection  with  propirietary  activities  (such  as  fiinding  their  operations  and 
managing  their  assets  and  liabilities).  However,  because  of  the  linkages  inherent  in  most 
deri''ative  transactions  between  the  various  types  of  risks  and  exposures  -  risks  and  exposures 
which  have  heretofore  been  managed  separately  and  distinctly  —  they  present  challenges  to 
traditional  systems  and  procedures  for  risk  management  Ivtony  of  these  linkages  exist  in 
connection  with  other  bank  activities,  but  they  are  less  obvious.  Financial  derivatives  bring  the 
linkages  between  these  risks  into  focus.  The  institution  that  can  not  see  these  linkages  and  does 
not  establish  the  systems  to  monitor  and  manage  the  covariances  between  these  risks,  exposes 
itself  to  the  possibility  of  excessive  loss  and,  depending  upon  the  institution's  size,  poses  a 
potential  threat  to  the  safety  and  soundness  of  the  other  financial  institutions  that  deal  with  it. 
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HowevCT,  these  problems  and  ccmcems  do  not  necessarily  lead  to  the  conclusion  that  fundamental 
changes  either  in  the  law  or  the  regulatory  fiamewak  arc  needed  at  this  time.  In  fact,  the  (XC 
believes  that  dianges  in  the  U.S.  regulatory  scheme  diat  are  enacted  without  careful  consideration 
could  deprive  U.S.  financial  institutions  (both  finaiKial  and  otherwise)  of  enhanced  ability  to 
manage  risk,  as  well  as  restrict  the  flexibility  of  U.S.  banks  to  be  innovative  and  creative  in 
developing  risk  management  products  that  meet  the  constantly  changing  needs  of  their  clients. 
In  addition,  the  OCC  believes  that  most  of  the  dealers  of  financial  derivatives  have  good  risk 
management  systems. 

The  OCC  believes  it  is  essential  that  banks  aigaging  in  financial  derivatives  transactions  have 
the  qualified  personnel  and  proper  systems  in  place.  The  OCC  Relieves  these  issues  are  best 
addressed  by  providing  guidance  to  banks  engaging  in  derivatives  transactions  as  to  the  types  of 
systems  and  controls  that  the  OCC  considers  appropriate  in  connection  with  the  management  of 
credit,  market,  liquidity  and  operating  risks,  and  by  alerting  national  banks  to  significant  legal 
issues  associated  with  engaging  in  derivatives  transactions  and  its  e)q)ectaiions  as  to  how  these 
issues  should  be  addressed.  The  OCC  has  issued  examiner  guidance  on  many  of  these  issues 
(described  in  the  answer  to  question  #1)  that  banks  have  used  for  their  own  reference,  and  the 
OCC  intends  to  issue  guidance  to  banks  in  the  near  future. 

In  addition,  bank  examiners  have  always  played  a  significant  role  in  the  exercise  of  the  OCCs 
supervisory  powers.  In  fact,  througji  the  examination  function,  the  OCC  has  been  successfliT 
recently  in  encouraging  some  banks  that  are  active  in  financial  derivatives  transactions  to 
establish  the  kinds  of  internal  controb  and  senior  management  oversi^t  diat  the  OCC  believes 
are  crucial.  The  OCC  intends  to  strengthen  its  supervisory  oversi^  of  banks'  financial 
derivatives  activities  by  providing  additional  guidance  and  training  to  its  examiners.  It  is 
ejqxcted  that  new  examiner  guidance  will  be  issued  within  the  next  few  months. 


(6)  Is  there  adequate  cooi^nation  between  U.S.  and  foreign  regulalois  to  regulate  risks 
associated  with  derivatives?  Does  the  BIS  report  of  April  1993  address  all  of  your 
agency's  concerns  in  this  area? 

There  is  adequate  coordination  between  U.S.  and  foreign  regulators  ai  the  important  issue  of  the 
appropriate  level  of  capital  required  to  siqjport  a  bank's  derivatives  activities.  This  coordination 
has  occurred  throu^  the  BIS  and  the  Basle  Committee.  Althou^  all  the  proposals  and 
initiatives  of  the  BIS  and  the  Basle  Committee  do  not  necessarily  specifically  address  fmancial 
derivatives  transactions,  tiiey  attempt  to  address  the  credit  risks  Mid  the  market  risks  to  which  a 
bank  engaging  in  financial  derivatives  transactions  is  e}qx)sed. 

The  BIS  reports  of  April  1993  address  the  capital  required  in  connection  witii  an  estimation  of 
credit  risk  and  certain  market  risks,  and  therefore,  together  with  existing  capital  rules,  address 
most  of  our  concerns  with  respea  to  coital  adequacy  for  derivatives. 


-15- 


406 


Additional  international  coordination  could  be  helpful  to  derivatives  markets  participants  and 
regulators  in  connection  with  the  appropriate  accounting  treatment  and  the  proper  disclosure  in 
connection  with  financial  derivatives  positions.  However,  these  issues  must  first  be  addressed 
and  resolved  in  tfie  U.S.  before  an  international  effort  could  prove  fruitftil. 


(7)  Iixfividual  derivative  contracts,  taken  by  themselves,  include  elements  of  risk.  Ibwe>-er, 
derivatives  when  evaluated  as  part  of  an  institution's  entire  portfolio,  are  often  used  to 
offset  and  reduce  the  overall  risk  exposure  of  an  iostitutioa  How  do  your  regulatoiy 
actions,  inclw^ng  capital  and  accountii^  standaids,  take  into  account  the  use  o^' 
derivatives  to  reduce  the  overall  risk  exposure  of  an  institutioa  For  the  purpose  of 
regulation,  how  does  your  agency  distii^uish  between  derivatives  used  to  hedge  and 
reduce  overall  risk,  such  as  mai^  over-the-counter  (OTQ  contracts,  and  derivatives  used 
for  trading  and  other  purposes,  such  as  many  exchange-traded  contracts? 

A  primary  goal  of  OCC  supervision  is  to  ensure  that  bank  management  properly  manages  risk- 
taking.  OCC  regulatory  actions  seek  to  ensure  that  banks  properly  identify,  measure,  monitor  and 
control  their  risks. 

OCC  supervisory  policies  related  to  dealers  and  end-users  require  national  banks  to  have  adequate 
risk  management  systems.  As  described  in  the  response  to  Question  #l(a),  those  policies  are  set 
forth  or  otherwise  reflected  in  the  following  documents:  Banking  Circular  79;  Advisory  Letter 
90-1;  Comptroller's  Handbook  for  National  Bank  F.xaminers.  Chiefs  Office  Source  Rook,  and 
An  Examiner's  Cjuide  to  Investment  Products  and  Practices. 

Specifically,  the  OCC  requires  that  banks'  risk  management  systems  include: 

0  Board-apiproved  policies  that  outline  the  derivatives  activities  in  which  the  bank  ma\- 
engage,  and  Boaid-approved  limits  which  specify  the  maximum  amount  of  earnings  or 
capital  that  may  be  put  at  risk.  Those  policies  and  limits  should  distinguish  between 
trading  activities  and  positions  establishad  for  risk  management  purposes. 

o  Risk  measurement  and  limit  systems  that  enable  the  bank  to  adequately  identify-  and 
correctly  quantify  the  level  of  risk  associated  with  its  trading  and  ncxi-trading  aaivities. 
and  procedures  to  ensure  adherence  to  policies  and  limits. 

o  Production  of  timely  and  accurate  reports  on  the  level  of  risk  that  the  bank  is  taking  and 
on  the  bank's  adherence  to  limits  and  policies. 

In  general,  the  OCC  evaluates  both  the  bank's  policies  and  procedures  in  the  area  of  risk 
management  and  the  afpt)priateness  and  adequacy  of  its  risk  measurement  and  monitoring 
systems  (e.g^  net  income  and  market  value  simulation  analyses,  trading  risk  measurement 
systems  and  controls,  and  for  some  community  and  regional  banks,  gap  analyses). 
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The  OCC  is  currently  drafting  additional  guidance  to  examiners  cm  derivatives  products.  This 
guidance  will  be  distributed  within  the  next  few  months. 

Capital  Standards 

Current  risk-based  capital  standards  e:iqplicitly  address  cmly  credit  risk.  However,  as  mentioned 
above  in  the  response  to  Question  #2,  the  OCC  (in  conjunction  with  the  FDIC  and  the  FRB)  has 
published  a  proposal  to  implement  the  portion  of  Section  305  of  the  FDICIA  that  requires  a 
revision  of  the  RBC  guidelines  to  ensure  that  those  standards  take  adequate  account  of  IRR.  The 
OCC  is  also  participating  in  the  effort  by  the  Basle  Committee  to  develop  international  standards 
for  the  superv  ision  of  market  risk. 

Under  the  IRR  proposal,  tfie  OCC  would  use  some  combinatiwi  of  a  siqjervisory  model  and  the 
bank's  own  model  to  measure  the  level  of  a  bank's  risk  exposure.  A  bank's  derivative 
transactions  would  be  fectored  into  the  calculatioa 

The  proposal  measures  an  institution's  overall  interest  rate  risk  exposure  and  addresses  both 
trading  and  non-trading  pcHtfolios.  Under  the  proposal,  OCC  would  require  banks  with  a 
measured  net  exposure  exceeding  a  threshold  amount  to  have  sufficient  capital  to  cover  that 
"excess"  e)qx)sure.  Alternatively,  when  a  bank  uses  derivatives  to  reduce  its  "excess"  ejqx)sure. 
the  OCC  would  reduce  the  capital  charge  to  reflect  the  amount  of  risk  reduaion. 

The  Basle  Committee's  proposal  addresses  the  level  of  market  risk  arising  from  an  institution's 
trading  activities.  The  proposal  would  measure  market  risk  on  a  portfolio  basis  and  would 
include  derivative  contracts  associated  with  a  bank's  trading  activities.  In  addition,  the  proposal 
would  also  require  a  bank  to  hold  sufficient  capital  to  cover  market  risk  associated  with  its 
trading  activities.  If  such  activities  increase  the  level  of  market  risk  in  its  trading  operations,  the 
bank  would  be  required  to  hold  mcxe  capital. 

Accounting  Standards 

With  the  exception  of  futures  and  forwards  used  to  hedge  mortgage  banking  operations, 
regulatory  accounting  standards  do  not  yet  formally  recognize  hedge  accounting  for  many 
derivative  instruments  that  are  used  by  banks  to  reduce  their  overall  risk.  In  the  case  of  futures 
and  forwards  used  to  hedge  mortgage  banking  operations,  the  hedges  are  recognized  throu^  an 
accounting  treaanent  which  permits  the  deferral  of  market  value  gauis  and  losses  on  the 
derivative  instrument  until  a  corresponding  gain  or  loss  is  recognized  on  the  underlying  loans. 
Hedge  accounting  is  not  permitted  for  options. 

Industry  accounting,  genoally  accepted  accounting  principles  (GAAPX  snd  regulatory  accounting 
principles  (RAP),  for  swaps  used  for  risk  management  has  developed  by  analogy  to  accounting 
for  futures.  Some  institutions  use  hedge  accounting  treatment  only  under  conditions  of  risk 
reduction  and  others  use  hedge  accounting  treatment  on  the  basis  of  risk  management   Please 
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refer  to  the  discussion  above  in  response  to  Questiwi  #l(c)  regarding  changes  in  regulator}- 
accounting  standards  for  derivatives  currently  under  consideration.         ' 

(8)  Recently  published  reports  on  derivative  activities,  such  as  the  July  1993  Group  of  Thirty 
report  entitied  Derivatives:  Practices  and  Principles  and  the  May  1993  Institute  of 
Intemational  Rnance,  Inc.  (UF)  report  entitled  An  Integrated  Regulafoiv  Approach  in 
Derivatives  Activities  stress  the  importance  of  internal  controls  over  regulation  in  nam- 
areas.  However,  the  Group  of  TTiitty  report  has  been  criticized  by  some  for  relyii^  too 
heavily  on  industiy  self-regulatiort 

(a)  Regarding  banks,  the  IIF  report  states,  for  example,  that  banks  themselves  should 
develop  tiacfing  and  credit  policies  that  set  their  own  risk  limits.  Do  you  think 
that  such  maximum  risk  limits  should  be  set  by  institutiors  or  by  regulator? 

As  stated  above  in  response  to  Question  #5(a),  the  OCC  does  not  believe  that  risk  management 
procedures  and  controls,  including  credit  and  market  risk  limits,  should  be  established  b>' 
regulation  at  this  time.  Such  matters  are  more  appropriately  left  to  the  applicable  credit  and 
market  risk  units  and  senior  management,  acting  in  accordance  with  the  strategy  for  engaging  in 
fmancial  derivatives  transactions  approved  by  a  bank's  Board  of  Directors  and  consistent  with  the 
bank's  general  risk  management  policy.  The  OCC  believes  that  the  credit  risk  to  which  banks 
are  generally  exposed  by  virtue  of  their  financial  derivatives  transactions  is  substantially  less  than 
their  credit  risk  ejqx)sure  arising  out  of  other  off-balance  sheet  activities,  many  of  which  are  not 
subject  to  limits  imposed  by  regulation,  see  Appendix  16. 

The  information  contained  in  Appendix  16  indicates  commercial  banks'  current  credit  risk 
ejqx)sure  fix)m  selected  off-balance  sheet  contracts,  using  information  rqx)rted  on  the  June  30, 
1993  call  report  For  interest  rate  and  foreign  exchange  contracts,  the  amount  in  the  chart  is  the 
replacement  cost  of  outstanding  contracts  —  the  amount  of  fliture  gain  the  bank  would  lose  if  the 
counterparty  defaulted  on  the  contract  When  using  the  replacement  cost  measure,  derivative 
products  e)qx)se  commercial  banks  to  much  less  credit  risk  than  other  types  of  off-balance  sheet 
commitments. 

Unlike  loan  commitments  and  letters  of  credit,  it  is  possible  that  banks'  credit  exposure  on 
interest  rate  and  foreign  exchange  contracts  mi^t  increase  because  of  future  movements  in  rates. 
Hov.ever,  even  if  the  potential  future  credit  exposure  is  added  to  rqjlacement  cost  the  credit  risk 
exposure  from  derivatives  is  still  much  less  than  the  exposure  from  other  ofF-balance  sheet 
commitments.  That  potential  future  exposure  can  be  estimated  using  the  calculations  in  the 
OCCs  risk-based  '^^ital  standards.  Under  those  standards,  the  credit  ejqxDsure  for  interest  rale 
contracts  increases  by  0.5%  of  the  notional  amount  of  contracts  with  a  remaining  maturity  over 
one  year  that  are  not  traded  ot  exchanges  with  daily  margin  requirements  and  can  not  be  netted 
by  novation  against  other  contracts  with  the  same  counterparty.  As  of  June  30,  1993,  for 
example,  commercial  banks  reported  approximately  $1.95  trillion  of  such  contracts  on  call  report 
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schedule  RC-R.  This  inplies  a  tcrtal  credit  equivalent  esqnsure  for  interest  rate  contracts  of  $653 
billion  +  (.5%  ♦  $1,950  billion)  =  $75.1  bUUoo. 

For  foreign  exchange  ccxitracts,  the  potential  credit  exposoK  excludes  contracts  with  an  original 
maturity  of  less  than  14  days,  exchange  traded  contracts  with  a  daily  margin  requirement,  and 
contracts  that  can  be  netted  by  novation.  The  notional  amount  of  die  contracts  not  meeting  any 
of  those  exenptions  is  multiplied  by  1.0%  for  those  with  a  ronaining  maturity  under  one'year 
and  by  5.0%  for  those  with  a  remaining  maturity  over  one  year.  This  implies  a  total  credit 
equivalent  exposure  for  foreign  exchange  contracts  as  of  June  30,  1993,  based  on  data  in  call 
report  schedule  RC-R,  of  $90.1  billion  +  (1.0%  *  $3,057  billion)  +  (5.0%  *  $330  billion)  = 
$137.2  billioa 

(b)       In  general,  to  what  extent,  and  in  what  areas,  do  you  think  regulatois  should  rely 
on  internal  controls  veisus  regulatoiy  requirements? 

As  stated  in  response  to  Question  #5(b),  the  OCC  has  concerns  about  imposing  inflexible  rules 
upon  the  financial  derivatives  transactions  of  U.S.  banks.  The  financial  derivatives  "market"  is 
a  fast-growing,  innovative  and  global  market,  the  growth  of  which  is  directly  related  to  recent 
fluctuations  in  interest  rates,  currency  rates,  and  commodity  prices  and  the  demand  by  banks  and 
bank  customers  for  customized  financial  tools  which  will  allow  fliem  to  manage,  if  not  reduce, 
the  risks  to  which  they  are  exposed.  Unnecessary  regulation,  depending  iqxjn  its  form,  has  (he 
potential  to  (i)  deprive  U.S.  institutions  (both  financial  and  otheiwise)  of  an  enhanced  ability  to 
manage  risk,  (ii)  restrict  the  flexibility  of  U.S.  banks  to  be  innovative  and  creative  in  developing 
risk  management  products  that  meet  the  ccxistantly  changing  needs  of  their  clients,  (iii)  deprive 
U.S.  banks  of  a  significant  and  legitimate  source  of  revenue,  arxl  (iv)  weaken  tiie  competitive 
position  of  U.S.  banks  vis-a-vis  their  foreign  counterparts  and  other  U.S.  financial  institutions. 

Most  of  the  OCCs  primary  regulatory  concerns  with  regject  to  the  financial  derivatives  activities 
of  U.S.  banks  (as  outlined  in  the  respcmse  to  Question  #5(a))  arc  best  addressed  by  the 
implementation  of  senior  management  and  Board  of  DirectOTS  oversi^t,  proper  risk  management 
systems,  experienced  and  qualified  personnel  in  trading  and  support  units,  and  carefiil 
consideration  of  legal  issues  and  appropriate  documentatioa  These  procedures  are  best 
implemented  by  appropriate  internal  controls.  However,  the  effectiveness  of  the  OCCs 
examination  fimcticMi  to  "encourage"  the  development  and  application  of  such  internal  controls 
should  not  be  understated.  The  examination  process  is  caie  of  the  more  powerful  tools  available 
to  the  OCC  to  address  such  issues. 

Capital,  accounting  and  disclcsurc  issues  are  best  addressed  by  regulatory  requirements,  and  there 
are  currently  joint  (intonational  and  domestic)  financial  si^Dervisoy  efforts  imderway  to  establish 
such  requirements. 
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(c)  Do  you  fed  that  any  of  the  'Itecommendations  for  Dealeis  and  End-Useis" 
contained  in  the  Group  of  Tliirty  report  (Recommendation  1-20)  should  be 
fonnally  mandated  by  regulation?  Please  comment  on  the  different  issues 
addressed  in  the  recommendations  with  specificity. 

The  OCC  does  not  believe  that  any  of  Recommendations  1  throu^  20  of  the  Groiqj  of  Thim- 
(the  G30)  report  need  to  be  formally  mandated  by  regulation  at  this  time.  Contacts  with 
numerous  nwket  participants  lead  the  OCC  to  believe  that  participants  in  the  fmancial  derivatives 
"maricet"  will  exert  a  certain  amount  of  discipline  on  other  participants  to  meet  the  G30 
recommendations.  The  OCC  is  also  aware  that  most,  if  not  aJl,  of  the  dealers  of  financial 
derivatives  products  are  conducting  internal  reviews  to  ascertain  current  and  anticipated  future 
compliance  with  the  G3Qfs  recommendations.  In  addition,  the  International  Swap  and  Derivatives 
Association  (ISDA)  has  announced  a  series  of  conferences  to  educate  market  participants  about 
the  recommendations  and  to  assist  them  in  complying  with  the  recommendations.  ISDA  has  also 
announced  that  it  will  conduct  a  survey  of  market  participants  a  year  from  now  to  determine  how 
the  market  has  responded  to  the  challenges  posed  by  the  G30  recommendations. 

However,  the  OCC  does  believe  that  supervisory  guidance,  clearly  reflecting  supervisor^' 
expectations  with  respect  to  the  issues  addressed  in  those  recommendations,  is  appropriate.  Such 
guidance,  thou^  avoiding  many  of  the  potential  problems  associated  with  regulating  financial 
derivatives  transactions,  will  provide  a  strong  incentive  to  banks  to  adopt  the  G30 
recommendations  and  other  procedures  and  s>'stems  which  the  OCC  believes  are  appropriate. 
When  reinforced  by  a  more  knowledgeable  group  of  examiners  and  a  strengthened  examination 
process,  such  guidance  should  result  in  the  types  of  procedures,  systems,  management  and 
oversi^t  appropriate  and  necessary  to  effectively  engage  in,  and  manage  the  risks  associated 
with,  derivative  transactions. 


(9)  Please  comment  on  the  four  'Tlecommendations  for  Legislators,  Regulatois,  and 
Supervisois"  contained  in  the  July  1993  Group  of  Thirty  report  (Recommendations  21-24) 
as  they  are  relevant  to  your  agency.  Please  comment  on  each  recommendation  separately. 

Recommendation  21  recommends  that  regulators  and  supervisors  recognize  the  benefits  of  netting 
arrangements  to  the  full  extent  that  they  are  legally  enforceable,  and  to  reflect  these  arrangements 
in  capital  adequacy  standards.  The  OCC  believes  that  properly  structured  netting  arrangements 
have  substantial  benefits  not  only  for  the  parties  to  such  arrangements,  but  to  the  financial  s>'stem 
as  a  whole.  Such  benefits  include  the  reduction  in  counterparty  credit  risk,  the  ability  to  increase 
profitable  businesses  within  existing  credit  limits,  and  the  reduction  of  settlement  risk  within  the 
financial  system  as  a  result  of  the  reduced  volume  and  amounts  of  payments  over  large-dollar 
wire  transfer  systems.  The  OCC  strongly  encourages  the  use  by  national  banks  of  legally 
enforceable  netting  arrangements  with  respect  to  their  financial  derivatives  transactions. 

In  order  to  broaden  the  individual  and  systemic  benefits  to  be  achieved  by  netting  arrangements, 
the  OCC  recently  supported  the  FRB's  proposal  to  ejqpand  the  definition  of  the  term  "financial 
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institution"  in  FDICIA  to  include  aflRliates  of  otfierwise  regulated  entities.  Seaions  401-407  of 
FDICIA  iMt)vide  fw  the  enforceability  of  "netting  contracts"  (as  that  tenn  is  defined  therein)  b>' 
"financial  institutiwis". 

In  addition,  as  discussed  above  in  response  to  Question  #2,  ^  OCC  anticipates  issuing  a  notice 
of  jMDposed  miemaking  on  the  Basle  Committee  proposal  on  netting  by  the  end  of  diis  year. 

The  OCC  also  believes  that  G30  Recommendation  22,  whidi  recommends  the  elimination  of 
legal  and  regulatory  uncertainties  is  also  a  sound  proposal.  In  general,  the  OCC  will  lend  its 
support  to  any  legislative  initiative  with  respect  to  banks  or  financial  derivatives  transactiore 
participants  vAucti  will  alleviate  these  concans.  However,  mudi  of  die  work  with  respect  to  the 
five  issues  ^)ecifically  addressed  in  Recommendation  22  must  be  undertaken  by  legislators,  non- 
bank  U.S.  sipervisors  and  regulators,  and  fordffi  financial  institutions  sipervisors  and  regulators. 

Recommendation  23  encourages  legislators  aiKl  tax  authOTities  to  review  and,  wtiere  appmpnate, 
amend  tax  laws  and  regulations  that  disadvantage  die  use  of  derivatives  in  risk  management 
strategies.  This  recommendatiwi  is  in^plicable  to  the  OCC;  however,  we  siq^rt  its  goals. 

Recommendaticxi  24  states  that  accounting  standards-setting  boards  should  "provide 
comprehoTsive  guidance  on  accounting  and  rqxMting  of  transactions  in  financial  instnoments, 
including  derivatives,  and  should  work  towards  international  hamionization  of  standards  on  this 
subject"  Thou^  this  recommendaticHi  is  also  inapplicable  to  the  OCC,  we  concur  with  it 
Specifically,  the  OCC  is  concerned  diat  national  banks  may  be  affected  by  inconsistent 
derivatives  accounting  standards  when  evaluating  the  ofiF-balance  sheet  ejqposures  of 
counterparties  to  financial  derivatives  transactions.  U.S.  banks  may  also  suffer  from  a  lack  of 
a  level  playing  field. 

The  OCC  has  always  encouraged  standardized  rqx)rting  of  financial  derivatives  transactions. 
Amcxig  other  activities,  the  OCCs  siqjport  has  taken  place  dirou^ 

(i)  joint  agency  review  of  derivatives  tfirou^  the  Federal  Financial  Institutions 
Examination  Council; 

(ii)  participation  by  the  OCCs  Chief  Accountant  on  the  FASB's  Financial  Instruments 
Task  Force  which  is  addressing  derivatives  and  odier  financial  instruments; 

(iii)  participation  in  die  various  Basle  Committee  efiforts  which  are  all  aimed  at  die 
goal  of  establishing  international  equivalence  of  certain  rules  under  which  banks 
qjerate;  and, 

(iv)  monitoring  and  responding,  when  considered  ^jpropriate,  to  proposed  accounting 
standards  of  the  International  Accounting  Stanc^Eds  Committee. 
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(10)  If  the  July  1993  Ckoup  of  Thiity  "Recommendaiions  for  Dealeis  and  End-Useis" 
(Recommendadons  1-20)  are  not  implemented  by  regulation,  are  there  adequate 
mechanisms  in  place  to  ensure  that  such  recommendations  will  be  self-implemented? 
Concern  has  arisen  regarding  whether  or  not  one  can  depend  solely  on  the  forces  of 
managerial  responsibility  and  market  discipline  as  sufBcient  incentives  to  motivate  Arms 
to  iiKurthe  implementation  costs  of  the  recommendations.  Does  your  agency  believe  that 
mechanisms,  such  as  periodic  surveys  of  industry  practice,  a  timetable  for  implementation, 
or  a  monitor  of  such  actions  are  warranted? 

Please  see  the  responses  to  Questions  #5(a),  #8(b)  and  (c)  above. 

(11)  Please  comment  on  whether  institutiotts  should  be  requited  to  establish  separately- 
capitalized  subsidiaries  to  conduct  derivative  activities. 

The  OCC  does  not  believe  that  national  banks  should  be  required  to  establish  separately 
capitalized  subsidiaries  to  conduct  derivative  activities.  If  proper  risk  management  systems  are 
in  place,  national  banks  can  effectively  manage  the  risks  involved  in  derivative  activities  (e.g. 
aedit  risk,  market  risk,  liqiiidity  risk,  and  operational  risk)  in  the  bank  itself.  National  banks 
routinely  manage  such  risks  in  the  course  of  non-derivative  bank  operations,  including  traditional 
extensions  of  credit  ► 

All  banks  engaging  in  derivatives  activities  already  face  several  powerftj  constraints  that 
encourage  risk  management  The  derivatives  markets  exert  pressure  on  participants  to  be  hi^\ 
creditworthy,  either  by  maintaining  high  credit  ratings  or  by  dedicating  higji-quality  collateral  to 
each  transaction.  The  depositor  preference  provisions  of  the  Omnibus  Budget  Reconciliation  Act 
of  1993  gives  further  incentive  to  bank  participants  in  derivatives  markets  to  be  creditworthy  (i.e.. 
because  the  Act  subordinates  all  the  bank's  creditors  to  the  deposit  insurance  fund  in  the  event 
of  a  bank  failure,  market  participants  are  likely  to  enter  into  transactions  with  a  bank  counterpart}- 
only  where  the  threat  of  the  bank's  failure  is  minimal).  As  described  in  response  to  Question 
#17,  OCC  policies  require  banks  to  have  limits  regarding  collateral  for  derivatives  transactions, 
in  order  to  protect  the  liquidity  of  the  bank.  In  addition,  the  OCC  requires  banks  to  have  strong 
policies  and  procedures  to  measure,  monitor,  and  control  their  risks  associated  with  the  derivative 
activities. 

Requiring  banks  to  establish  separately  c^italized  subsidiaries  to  conduct  derivative  activities 
would  impose  costs  that  could  be  higji  enough  to  prevent  certain  banks,  particularly  small  end- 
user  banks,  from  engaging  in  derivatives  activities  that  would  enable  them  to  enhance  their  safet>' 
and  soundness  by  more  eflFectively  managing  their  risL 
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(12)  Do  you  believe  the  netting  provisions  contained  in  flie  Banknjqitcy  Code,  F1RREA,  and 
FDIQA  should  be  confoimed  to  a  single  standani?  Do  (he  netting  provisions  in  these 
statutes  adequately  cover  all  situations?  If  not,  what  situations  do  and  doni  (hey  covei? 

The  enactment  of  FIRREA  and  FDICIA  and  the  1990  amendnients  to  tiie  Bankruptcy  Code  have 
brou^t  near  certainty  on  the  issue  of  the  enforceability  of  bilateral  close-out  netting 
arrangements  with  respect  to  various  derivative  instniments  in  die  insolvency  proceedings  of  U.S. 
counterparties.  The  provisions  of  FIRREA  established,  am«ig  odier  things,  the  enforceability 
of  the  netting  provisions  of  master  agreements  with  respect  to  "qualified  financial  contracts"  (as 
that  term  is  broadly  defined)  in  the  insolvency  proceedings  of  an  insured  depository  institution. 
Subsequently,  the  1990  amaidments  to  the  U.S.  Bankruptcy  Code  extended  to  "swap  agreements" 
(also  broadly  defined)  the  protections  of  avoidance  of  (i)  "cherry-picking"  by  a  trustee  in 
bankruptcy  and  (ii)  the  "automatic  stay"  upon  the  filing  of  a  p^ition  in  bankruptcy,  both  of  which 
had  previously  been  afforded  to  forward  contracts.  Finally,  sections  401-407  of  FDICIA 
validated  the  netting  of  bilateral  and  multilateral  payment  obligations  by  and  among  "financial 
institutions"  (as  that  term  is  defined  therein  and  by  regulation  of  the  FRB)  pursuant  to  a  netting 
contract 

Notwithstanding  the  above-referenced  changes,  various  commentatos  have  noted  that  some 
uncertainty  with  respect  to  enforceability  issues  exisL^  This  uncertainty  exists  primarily  with» 
respect  to  transactions  that  are  not  enumerated  within  the  definition  of  "swap  agreement"  for 
purposes  of  the  Bankrq)tcy  Code  and  FIRREA  (such  as  spot  foreign  exchange  agreements  and 
equity  derivatives),*  and  for  which  the  netting  provisions  of  FDICIA  are  not  ^jplicable.'  Unlike 
FDICIA,  where  the  definition  of  "netting  contract"  is  not  tied  to  any  particular  transaaions,  the 
definitions  of  "swap  contract"  under  FIRREA  and  the  Bankruptcy  Code  are  tied  to  a  set  of 
enumerated  transactions  and  "any  other  similar  agreement"  While  one  could  argue  that 
transactions  such  as  spot  foreign  exchange  contracts  and  equity  derivatives  are  "other  similar 
agreements"  for  purposes  of  the  definiti(Mi  of  "swap  agreement"  under  FIRREA  and  the 
Bankruptcy  Code,  it  is  not  certain  that  such  an  argument  would  prevail  in  court*  It  should  be 
noted,  however,  that  at  least  one  law  firm  has  concluded  that  if  such  transactions  are  not 
considered  "swap  agreements,"  then  they  would  be  considered  eidier  "forward  contracts,"  or 


'  See,  Lg.,  Cravath,  Swaine  &  Moore,  "Enforceability  Survey  -  United  States,"  Dgrivativgs: 
Practices  and  Principles  -  Appendix  U:  I^gal  Enforreabilitv:  Survey  of  Nine  JurisdJaJonS,  pp. 
291-313,  published  by  the  Groi?*  of  Thirty,  Washington,  D.C.  (July  1993)  (the  "The  Group  of 
Thirty  Survey"^  and  Grosshandler,  "Insolvent  Counterparties:  Too  Hot  Too  Handle  -  United 
States,"  International  Financial  Taw  Review,  pp.  22-23  (October  1992). 

*   Se:  11  U.S.C.  §  101(55)  and  12  U.S.C.  §  1821(eX8XDXvi),  respectively. 

'  Such  as,  for  example,  where  one  or  both  of  the  counterparties  are  not  "financial 
institutions." 

'    GroupofThirty  Surveyatp.  304. 
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"securities  contracts",  which  are  provided  with  treatment  similar  to  that  of  "swap  agreements" 
under  FIRREA  and  the  Bankrvqjtcy  Code.' 

The  uncertainty  that  arises  with  respect  to  tfie  definition  of  "swap  agreement"  increases  where 
transactions  that  qualiiy  as  a  swap  agreement  are  documented  under  a  single  master  agreement 
with  transactions  that  do  not  qualify  as  swap  agreements.  As  one  legal  commentator  has  noted: 

Sections  362(aX7)  and  553  of  the  U.S.  Bankn^tcy  Code . . .  could 
delay  the  ability  of  a  party  to  net  across  product  types  once  .  .  . 
final  net  amounts  owed  by  or  to  a  counterparty  are  reached  for  the 
swap  agreements,  forward  contracts  and  securities  ccHitracts 
documented  under  a  master  agreement  since  those  Sections  stay  the 
set-ofF  of  mutual  debts  after  the  commencement  of  a  bankruptcy 
case,  and  there  is  no  applicable  excqition  to  the  automatic  stay  that 
would  allow  the  set-ofif  against  each  other  of  amounts  owed  under 
these  three  types  of  transactions.  . . . 

If  a  derivatives  dealer  reaches  the  point  where  it  has  detemiined 

that  three  net  amounts  are  owed  by  or  to  a  counterparty  and  that 

the  operation  of  the  automatic  stay  is  delaying  further  set-off^  then  ^ 

uncertainty  exists  whether  a  master  agreement  under  which  swap 

agreements,    forward   contracts    and   securities   contracts   are 

documented  should  be  treated  as  one  agreement  so  that  a  court 

would  give  effect  to  the  close-out  termination  provisions  of  such 

master  agreement  to  reach  one  net  number  either  owed  to  or  by  the 

nonbankrupt  party.* 

Similarly,  under  FIRREA,  a  dealer  may  face  the  risk  of  selective  repudiation  among  separate 
qualified  financial  contracts,  if  it  does  not  persuade  a  receiva  or  conservator  that  all  transaaions 
under  a  master  agreement  are  "swap  agreements."'  This  risk  may  be  diminished,  howe\'er,  if  the 
master  agreement  contains  a  provision  that  provides  a  basis  for  terminating  all  transaaions  under 
the  master  agreement  if  there  is  an  attempt  to  repudiate  any  of  the  transactiwis  documented 
thereunder."* 

Based  on  the  uncertainty  that  remains  with  respect  to  netting  arrangements,  notwithstanding  the 
improvements  made  by  FIRREA,  FDICIA  and  the  1990  amendments  to  the  Bankruptcy  Code. 


'    IjLatp.  305. 
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the  OCC  believes  it  would  be  useful  for  Ccxigress  to  confwm  tfiese  various  netting  standards  to 
a  single  standard.  Such  legjslaticMi  should  confiim  that  parties  to  a  master  agreennent  may  close- 
out  and  promptly  terminate  a  master  agreement  under  whidi  not  cmly  "swap  agreements"  but  also 
"securities  coitracts,"  "forward  contracts"  and  similar  agreements  are  documented.  Such 
legislation  would  be  cwisistent  witfi  Congress"  most  recent  legislation  on  netting  in  FDICIA 
which  did  not  tie  the  validation  of  "netting  contracts"  to  any  particular  type  of  transactioa 


(13)  RecommendatioiB  contained  in  the  Jidy  1993  Qoiq)  of  Hiiity  Report  (Recommendation 
20)  and  elsewiiere  state  that  until  hannonized  accounting  and  dSsclosure  standaids  are  set, 
certain  (fisclosuies  should  be  made  by  dealers  and  end-useis.  Although  a  disclosure 
reganfing  cretfit  risk  is  recommended,  a  similar  (fisclosure  for  maitet  risk  is  not 
mentioned.  Should  a  summary  measure  of  maiket-risk  exposure  be  dBsclosed?  If  so, 
what  fomi  should  such  a  measure  take? 

The  OCC  believes  that  Recommendation  20  of  the  G30  study  provides  excellent  suggestions  fw 
improving  the  quality  of  financial  statement  disclosures  concerning  derivatives.  However,  one 
of  those  suggestions  requires  further  e)q)lanatioa 

Recommendation  20  calls  for  the  disclosure  of  the  analysis  of  the  credit  risk  inherent  in  a  bank's 
derivatives  transactions.  Such  analyses  usually  d^ermine  a  "loan  equivalency  measure"  of  credit 
exposure,  wWch  is  meant  to  be  an  equivalent  of  CMvbalance  sheet  ejqposure  for  the  off-balance 
sheet  risk  created  by  a  financial  derivatives  transacticai.  Fw  example,  die  loan  equivalent  amount 
for  an  interest  rate  swap  is  typically  expressed  as  the  rqjlacement  cost  of  the  swjp  plus  an  "add- 
on" which  is  a  measure  of  the  future  credit  risk  that  would  be  caused  by  interest  rate  changes. 
As  a  result,  the  loan  equivalency  measure  inextricably  links  credit  risk  and  market  risk 

The  OCC  believes  that  disclosure  of  loan  equivalency  amounts  would  provide  useful  information 
about  the  credit  and  market  risks  associated  with  <larivatives  transactions,  and  is  reviewing  ttus 
matter. 

In  addition,  disclosure  of  the  market  value  of  out-of-the-money  ccMitracts  would  supplement 
rq)lacemait  cost  infwmatiOT  (i.e.,  the  in-the-money  value  of  contracts)  about  market  risk,  and 
we  are  also  reviewing  diat  issue. 


(14)  Please  comment  on  the  notion  of  establishing  a  clearinghouse  mechanism  for  swap 
transactions.  How  would  a  clearinghouse  ofEset  separately  effect  dealeis  and  end-useis. 
Would  either  benefit  more  than  the  other? 

The  OCC  is  not  aware  of  any  established  clearing  systems  currently  operating  in  the  United 
States  for  the  clearing  of  derivatives  transactions  othw  than  those  which  are  traded  on  organized 
fijtures  and  (^ons  exchanges.  However,  a  number  of  sudi  fecilities  are  currently  in  the 
planning  stages  fw  over-the-counter  jroducts.     The  commwi  feature  of  a  clearinghouse 
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anangement  is  the  multilateral  netting  of  contracts  which  originate  with  any  of  a  group  of 
counterparties  that  participate  in  the  clearin^iouse,  as  ORJosed  to  contracts  between  two  constait 
parties  as  in  bilateral  netting  an'angements. 

Under  a  multilateral  netting  anangement,  the  clearinghouse  is  designated  as  the  common  legal 
counterparty  for  each  participant  in  the  arrangement  The  reductions  in  credit  and  liquidln 
exposures  resulting  fiom  a  well-designed  clearin^ouse  arrangement  can  be  substaniiaJ  and 
generally,  die  OCC  believes  that  the  development  of  such  arrangements  is  desirable.  Indeed 
sections  401  -  407  of  FDICIA,  which  were  enacted  to  reduce  systemic  risk  within  the  banking 
system  and  fmancial  markets,  validate  the  netting  of  multilateral  payment  obligations  b\-  and 
among  "financia'  institutions"  througji  a  clearing  organization. 

As  noted  in  the  Lamfalussy  Report,  however,  multilateral  netting  systems  involving  clearing 
organizations  have  the  potential  to  increase  systemic  risks  because  they  concentrate  risks  on  the 
clearin^ouse.  If  a  multilateral  netting  system  is  unable  to  manage  and  contain  prudentl\'  its 
exposures  to  the  participants,  the  system's  operation  may  increase  the  likelihood  that  the  credit 
or  liquidity  problems  of  one  market  participant  will  suddenly  and  negatively  affea  the  condition 
of  the  othCT  participants.  Moreover,  the  concentration  of  risks  on  the  clearin^ouse  exposes  all 
participants  to  the  risk  that  the  clearin^ouse  itself  may  fail.  Sffi  The  Lamfalussv-  Report,  Pan 
B,  Sectiwi  2.28,  p.  17.  Indeed  the  OCC  is  aware  that  facilities  have  been  proposed  that  would 
arguably  increase  the  credit  risk  of  a  participant  in  the  system  by  imposing  liabilitj'  for  the  losses 
arising  out  of  defaulted  transactions  on  non-defaulting  participants. 

In  order  to  provide  the  higjiest  level  of  certainty  with  respect  to  (i)  the  enforceability  of  the 
obligations  of  the  participants,  (ii)  the  ability  of  the  clearin^ouse  to  exercise  freely  and  promptly 
the  ri^t  of  set-off  with  respect  to  any  property  deposited  with  the  clearinghouse  by  a  defaulting 
participant  as  security  far  its  obligations,  (iii)  limitations  on  the  obligations  of  non-defaulting 
participants  to  cover  losses  arising  out  of  defaulted  transactions,  and  (iv)  the  financial  integritj- 
of  the  system  as  a  whole,  the  (XC  believes  that  national  banks  should  only  participate  in  those 
clearin^ouse  arrangements  that  meet  the  six  minimum  standartk  for  netting  and  settlement 
schemes  set  forth  in  Part  C  to  the  Lamfalussy  ReporL 

The  OCC  believes  that  a  well-designed  clearin^ouse  arrangement  would  provide  benefits  to  both 
dealers  and  end-users.  Both  can  benefit  from  the  reductions  in  credit  and  liquiditj'  exposures 
resulting  from  such  a  clearin^ouse.  End-users,  however,  may  derive  more  benefit  than  dealers 
from  the  substirjtion  of  the  clearin^ouse's  creditworthiness  for  that  of  individual  counterparties 
as  end-users  may  not  be  as  adq)t  as  dealers  at  analyzing  the  credit  risks  of  counterparties.  On 
the  other  hand  dealers  may  derive  more  benefit  than  end-users  from  the  benefits  of  multilateral 
netting.  Dealers  may  also  derive  competitive  benefits  fixjm  a  clearinghouse  arrangement  to  the 
extent  that  participaticm  in  the  clearinghouse  masks  the  dealei's  portfolio  position. 

The  primary  disadvantage  to  a  clearinghouse  arrangement  is  the  shared  liability  assumed  b\-  a 
participant  in  the  event  of  another  participant's  default  The  OCC  believes  that  assumption  of 
such  liability  is  inappropriate  (or  national  banks.    Accordingly,  the  OCC  has  required  thai 
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national  banks  acquiring  memberships  in  clearingjiouses  fw  futures  and  options  exchanges  do  so 
throu^  separately  incorporated  subsidiaries. 

(15)     Are  there  adequate  mechanisms  cunendy  in  place  to  protect  unsophisticated  end-useis  of 
derivative  products?  If  not,  what  are  your  recommendations? 

The  OCC  is  concerned  that  end-useis  of  financial  derivatives  products  have  the  sophistication  to 
understand  the  complexities  of  the  transactions  they  engage  in  and  the  necessary  systems  and 
procedures  to  monitor  appmpnaidy  the  risks  incurred  in  OMinecticwi  with  those  transacticms. 

Kxchange-Traded  Derivatives 

With  respect  to  transactions  in  exchange-traded  futures  and  options,  wtiich  are  regulated  by  the 
Commodity  Futures  Trading  Commission  pursuant  to  die  Commodity  Exchange  Act,  as  amended, 
futures  commission  merchants  are  required  to  deliver  to  their  customers  risk  disclosure  statements 
widi  respect  to  futures  and,  where  applicable,  options.  These  disclosures  appear  to  provide 
adequate  information  concerning  the  risks  inherent  in  these  markets. 

Over-The-Cniinter  Derivatives 

The  OCC  believes  that  end-usas  of  OTC  financial  derivative  products  should  probably  have  a 
hi^er  level  of  knowledge  and  a  greater  understanding  of  die  risks  inherent  in  such  products. 
This  understanding  can  be  achieved  by  education  of  the  end-user  and  ethical  sales  practices  by 
the  selling  firm.  The  securities  firm  or  financial  institution  marketing  a  derivative  product  to  an 
end-user  should  exercise  caution  in  assessing  the  ^jpropriateness  of  that  product  for  the  risk 
management  needs  of  the  end-user.  This  requires  that  sales  perscHinel  are  sufficiently  educated 
in  the  risk/return  trade-offs  of  various  derivative  j^oducts,  so  as  to  recognize  when  a  particular 
product  may  not  meet  die  risk  management  needs  of  the  clienL 

Despite  diligent  efforts  by  sales  personnel  to  provide  an  apixx)priate  risk  management  tool  to  a 
given  customCT,  there  will  be  instances  wiiere  a  customer  wishes  to  engage  in  a  derivative 
transactiwi  which  bank  management  believes  inconsistent  widi  the  customer's  stated  objectives. 
In  those  instances,  die  bank  should  document  that  the  inconsistencies  were  discussed  with  die 
customer  and  that  the  transaction  was  the  customei's  decision. 

We  believe  diat  the  following  actions  would  improve  the  mechanisms  used  to  protect  end-users 
in  OTC  transactions: 

(a)  RegulatOTS  of  securities  firms  and  financial  institutions  marketing  derivative  products 
should  insist  i^xm  hi^  ethical  standards  in  the  sales  practices  of  derivative  units.  In  diis 
respect,  proper  due  diligence  in  evaluating  the  appropriateness  of  a  derivative  product  fw 
a  prospective  customer  is  the  best  safe-guard  for  both  the  dealer  and  end-user.  The  OCC 


-27- 


418 


intends  to  issue  guidance  both  to  banks  and  to  its  examiners  which  will  specifically 
address  this  issue  within  the  next  few  mcmths. 

(b)  Market  participants  should  encourage  any  actions  which  serve  to  improve  the 
understanding  of  derivatives  by  potential  end-users.  Industry  survQ^s,  studies,  seminare. 
etc.  (such  as  those  recently  released  by  the  G30)  are  beneficial.  Such  information  also 
facilitates  a  better  understanding  of  the  effectiveness  of  derivatives  in  managing  financial 
risks  incurred  by  financial  institutions  and  other  corporate  entities. 

(c)  Market  leaders  should  continue  efforts  to  develop  standardized  legal  documentation  for 
derivative  transactions.  As  documentatiwi  becomes  standardized,  it  will  be  easier  for 
end-users  to  assess  the  risk/reward  trade-ofis  of  proposed  derivative  transactions. 


(16)     \Mi^  kind  of  stress  test  simulations  do  you  recommend  to  account  for  the  different  types 
of  risk  which  arise  as  a  result  of  flnancial  derivative  activity? 

Market  Risk 

In  general,  the  OCC  cxpcOs  bank  dealers  of  derivative  products  to  regularly  perform  scenario 
analyses  to  determine  the  effect  of  various  market  environments,  including  those  that  wouldlje 
least  favorable,  on  the  market  value  of  their  portfolios.  Banks  should  recognize  that  under 
abnormal  market  conditions,  assunptions  that  are  valid  in  namal  markets  no  longer  hold  It  is 
important  fw  banks  to  be  prepared  for  such  conditions  by  performing  simulations  under  which 
normal  assumptions  (e.g.,  regarding  the  correlations  between  market  rates,  prices,  aid  their 
associated  volatilities,  etc.)  no  longer  apply.  Banks  should  be  aware  of  how  their  portfolios 
would  pjerform  if  they  were  subjected  to  abnormally  large  market  swings  or  to  a  prolonged  period 
of  maricet  inactivity  (e.g.,  scenarios  that  have  a  2  to  5  percent  probability  of  occurring,  as 
predicted  bj'  the  bank's  model).  Banks  should  evaluate  the  results  of  such  stress  tests  on  a 
regular  basis  and  develop  contingency  plans  accordingly. 

An  institution  using  derivative  instruments  should  estimate  the  market  value  of  its  deri\'ative 
positions  under  alternative  assumptions  about  future  jjrices.  Institutions  should  also  be  able  to 
estimate  the  interaction  between  the  market  values  of  their  derivative  positions  and  the  market 
value  of  their  other  activities,  both  on-balance  sheet  and  off-balance  sheet 

Those  institutions  accounting  for  their  derivatives  positions  on  an  accrual  basis  (primarily  end- 
users)  should  include  those  positions  in  the  interest  rate  simulation  exercises  they  condua  for 
purposes  of  asset-liability  management 

Liquidity  Risk 

Banks  should  be  able  to  estimate  their  cash  flow  needs  and  collateral  usage  under  a  range  of 
market  conditiOTS,  including  a  series  of  scenarios  in  which  the  credit  quality  of  the  bank  itself 
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declines,  the  credit  quality  of  ^jecific  major  countaparties  decline,  and  when  there  is  an  overall 
disruption  in  market  liquidity.  Banks  should  also  periodically  estimate  the  impact  of  early 
terminaiicHi  and  collateral  provisicMis  in  their  agreanents  governing  derivative  transaaions. 
especially  when  dealing  with  credit-sensitive  customer.  The  bank's  overall  contingency  funding 
plan  should  reflect  tfwse  estimates,  and  banks  should  be  prqjared  to  address  funding  requirements 
diat  would  arise  in  these  scenarios. 

CidiLEisk 

Althou^  the  OCC  does  not  require  banks  to  conduct  formal  "stress  testing"  to  determine 
potential  losses  due  to  credit  risk,  we  expect  instiritions  engaging  in  a  significant  volume  of 
derivatives  transactions  to  use  probability-based  analyses  to  measure  the  potential  risk  that  way 
result  from  the  defaults  of  their  counterparties  for  a  variety  of  potential  market  environments. 


(17)     Plese  comment  on  your  ^eiicy%  views  of  the  proper  use  and  level  of  collateral  in 
derivative  transactions. 

The  use  of  collateral  in  derivatives  transactions  is  increasing  We  expect  this  trend  to  continue 
as  market  participants  strive  to  limit  their  credit  ejqxBures  and  to  manage  their  counterparty- 
credit  lines  more  efficiently.  *" 

The  OCC  believes  that  tfie  prudent  use  of  collateral  arrangements  will  add  to  stability  in  these 
markets  by  limiting  credit  exposures.  Increased  use  of  collateral  arrangements  should  also 
inprove  market  liquidity  because  sudi  anangements  would  enable  mwe  participants  to  access 
these  markets. 

As  a  matter  of  loig-standSng  policy,  tf»e  CXX  has  discouraged  banks  from  entering  into 
arrangements  where  onlx  the  bank  is  required  to  post  collateral  or  where  initial  margins  are 
determined  independently  of  actual  market  risk.  In  addition,  the  OCC  has  discouraged  banks 
fipm  encumbering  significant  amounts  of  their  highest  quality,  and  most  liquid,  assets. 

Accqjtable  collateral  a»ajigai>ato  require  botfi  parties  to  establish  maintenance  margin  accounts. 
Initial  margins  should  not  be  required  unless  they  are  based  i^pon  actual  maricet  risk.  The 
formulas  used  to  trigger  collateral  movement  should  be  poiodBcalty  reviewed  to  ensure  that  the\- 
do  not  require  moe  collaten>l  to  be  pledged  than  is  ju^ed  by  market  cqx)sure. 

Banks  engaging  in  coUaterali2ed  transactions  need  to  formally  consider  the  inpact  of 
encumbering  their  assets.  Accordingly,  bank  managers  should  ensure  that  sufficient  amounts  of 
odier  liquidity  sources  wouki  be  avail^Ie  to  meet  fimding  needs  in  stable  as  well  as  deteriorating 
scenarios.  (Please  see  tiie  re^xxise  above  to  Question  #16.) 
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(18)  \Mien  assessii^  a  counfeipaity  for  credt  risk,  how  much  relative  emphasis  should  be 
placed  upon  factois  such  as  capital,  (fisclosure  and  credt  rating?  For  exanqiie,  should  a 
creffit  rating  be  a  proxy  for  capital? 

When  assessing  a  counterparty  for  credit  risk,  a  bank  should  rely  on  its  own  analysis  of  the 
counterparty's  financial  strength,  management  talent,  reputation  and  operational  cjqjability.  Credit 
ratings  provided  by  nationally  recognized  credit  rating  services  should  be  a  consideration  in 
performing  such  analysis  and  are  useful  in  establishing  a  uniform  basis  of  conparing 
counterparties'  relative  financial  strength  for  purposes  of  jmce  and  term  negotiations. 


(19)  Are  executive  decisions  reganfing  derivatives,  on  average,  concentrated  in  too  few 
incfividuals  in  each  institution  to  catch  probiens  in  a  timely  manner?  Should  the 
decision-making  process,  where  derivatives  are  involved,  be  decentralized  to  enhance 
internal  controls? 

Executive  decisions  regarding  derivatives  are,  on  average,  reviewed  by  a  sufficiently  large 
number  of  bank  officers  to  identify  and  address  appropriately  significant  risk  issues  in  a  timely 
manner.  Policies  governing  risk  levels,  management  information  systems,  and  internal  control 
mechanisms  are,  on  average,  sufficient  to  facilitate  timely  action  by  these  executives. 

Committees  comprising  a  varied  groip  of  senior  bank  executives  and  members  of  the  directorate 
are  responsible  for  reviewing  and  approving  the  policies  under  which  line  officers  execute  aixl 
manage  derivative  activities.  Chief  among  these  policies  are  maximum  tolerances  for  the 
aggregate  amount  of  permissible  risk-taking. 

Risk  positions  and  changes  in  the  overall  risk  profile  of  an  institution  are,  on  average,  reasonably 
and  regulariy  communicated  to  senior  and  executive  level  management  At  most  banks  witfi 
significant  derivatives  activities,  reports  summarizing  market  and  credit  exposures  fixjm  current 
positions  and  trends  are  routinely  provided  to  the  Board. 

In  addition  to  senior  management  oversi^t,  derivatives  used  by  banks  for  risk  management 
purposes,  as  well  as  trading  activities,  are  regularly  reviewed  by  a  number  of  functional  units 
which  are  independent  of  the  trading  areas.  These  include  credit  administration  and  review  units, 
asset/liability  management  and  market  risk  committees,  and  internal  audit  and  compliance  units. 
The  organizational  structure  of  these  functions  is  generally  designed  to  provide  a  control 
mechanism  to  help  ensure  that  risk-taking  activities  are  in  compliaiKe  with  established  policies. 

Many  banks  with  large  derivatives  portfolios  also  have,  or  are  in  the  process  of  establishing, 
independent  market  risk  management  units.  These  units  fimcticm  similarly  to  credit  risk 
management  units:  They  provide  executive  management  and  the  directorate  with  independent 
assessments  of  risk  positions,  trends,  valuations,  adequacy  of  controls,  and  other  issues  that  may 
be  of  current  importaiKC. 
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Throu^  the  examination  process,  the  OCC  encoura^  executive  managers  and  members  of  the 
directorate  to  familiarize  themselves  with  derivative  products  on  a  continuous  basis.  The  OCC 
expects  this  to  be  accomplished  by  the  increased  use  of  in-house  educational  programs,  and  b\' 
the  addition  of  hi^y-skilled  professionals  to  management  teams  and  Board  committees. 

(20)  Do  compensation  policies  cmrcntly  in  place  adequately  (fiscourage  undue  risk-taldi^? 
For  example,  if  employees  benefit  financially  from  risk-taking  in  a  direct  manner,  how 
is  such  risk  taking  controlled? 

Currently,  most  banks  that  trade  derivatives  products,  or  that  make  markets  in  derivatives 
transactions,  use  the  types  of  "bonus  pool"  incentive  condensation  an-angements  that  are 
commonly  used  by  investment  banks.  Under  such  arranganents,  a  percentage  of  the  profits 
attributable  to  derivative  transactions  are  paid  into  a  "bonus  pool"  which  is  distributed  to  eligible 
employees  in  a  mannCT  that  is  determinaJ  by  management's  discretioa 

Management  controls  ensure  that  the  amounts  paid  into  a  bonus  pool  are  actually  profits  and  are 
recognized  only  after  adequate  expense  provisions  have  been  made  to  cover  the  long-temi 
operational,  capital,  and  other  support  costs  associated  witii  the  daivatives  trading  operation. 
Managerial  controls  over  derivatives  mark^  risk-taking  also  involve  the  usual  types  of  trading 
risk  limits  and  sub-limits,  independent  valualiwi  of  positions,  and  management  action  triggfis. 
A  blending  of  these  two  aspects  of  management  controls  is  necessary  to  ensure  that  a  profit-based 
compensation  system  does  not  motivate  derivative  traders  to  engage  in  uncontrolled  risk-taking. 

For  the  most  part,  banks  have  been  successfU  in  controlling  the  risks  of  undue  risk-taking 
associated  with  profit-based  employee  incentive  compensaticHi  systems.  However,  over  the  last 
few  years,  a  few  banks  have  either  expena\ced  substantial  financial  losses  or  suffered  a  loss  in 
reputation,  market  standing  and  investor  ctmfidence  in  connecticxi  with  their  trading  of  a  variety 
of  financial  instruments,  including  financial  derivatives.  The  causes  of  these  losses  have  been 
varied,  including  improper  valuation  of  market  positions,  trading  in  excess  of  established  internal 
risk  limits,  and  weak  and  inefficient  controls  and  operational  support  (The  Federal  Reserve 
Bank  of  New  York  noted  these  problems  in  a  letto-  sent  by  Chester  B.  Feldberg,  Executive  Vice 
President,  to  the  chief  executive  oflBcers  of  all  banking  organizaticaTS  in  the  Second  Federal 
Reserve  District  on  March  20,  1992,  a  copy  of  which  is  attached  as  Appendix  17.)  However, 
in  some  cases,  it  appears  that  trader  misconduct  (and,  in  some  cases,  fraud),  possibly  motivated 
by  the  possibility  of  increased  compensatiOTi,  may  have  played  a  substantial  part  in  the  banks' 
problems.  These  occurrences  ccaifijrm  that  in^rtance  of  robust  risk  management  sj'stems  and 
controls  and  meaiungftil  oversi^t  and  scrutiny  of  all  trading  activities  by  senior  management  and 
the  Board  of  Directors. 
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(21)     yAoA  is  the  level  of  systemic  risk  resulting  from  derivatives  activities?  Do  you  agree 
with  those  who  assert  that  derivatives  activities  are  concentrated  in  too  few  institutiois? 

A  numbCT  of  concerns  have  been  raised  about  the  use  of  derivatives.  For  the  most  part,  those 
concerns  have  focused  on  the  difficulty  of  assessing  the  various  risks  associated  with  derivative 
products.  Many  of  these  concerns,  however,  overlook  a  subtle  problem  regarding  the  nature 
of  derivative  transactiwis.  In  particular,  derivative  risks  will  depend  upon  a  numba  of  factors, 
including  changes  in  market  rates  and  prices,  counterparty  performance,  market  liquidity- 
conditions,  and  the  performance  of  payment  systems.  The  "problem"  is  that  most  of  the 
techniques  used  by  some  of  the  newer  market  participartts  to  evaluate  derivatives'  risks  do  not 
incorporate  all  of  those  &cton>,  and  more  inportantly,  few  if  any  institutions  use  evaluation 
tediniques  tiat  formally  recognize  the  interdqsendencies  among  those  factcxs. 

If  banks  are  going  to  be  in  the  derivatives  business,  they  should  be  able  to  analyze  not  only  die 
separate,  traditional  types  of  risk  -  credit,  market,  liquidity,  qjerational  and  so  on  -  but  also  the 
risk  that  arises  from  die  possibility  of  unforeseen  convergences  of  these  traditional  types  of  risk, 
new  convergences  that  derivatives  bring  about  We  believe  that  the  largest  participants  -  the 
ones  with  by  fer  the  most  ejqjerience  with  derivatives  -  have  already  made  an  effort  to  do  such 
analysis,  but  the  smalla,  newer  participants  are  where  our  concerns  focus.  While  there  has 
always  been  linkage  among  the  traditicxial  types  of  risk,  linkage  that  bankers  may  or  may  n9t 
have  understood  intuitively  or  odierwise,  die  jxtxxss  of  creating  derivatives  -  the  slicing  and 
dicing  and  recombining  -  make  it  harder  to  evaluate  what  new  risk  combinations  are  fomied. 
This  covariance  among  various  types  of  risks  poses  a  subtle  form  of  systemic  risk.  Banks  need 
to  put  together  systems  that  will  allow  diem  to  uncova  diose  new  risk  combinations  -  in  other 
words,  to  expea  the  unexpected.  The  OCC  expects  each  bank  to  adopt  and  have  in  place  a  "no 
surprises"  risk  management  policy. 

To  use  an  exanple,  in  a  volatile  rate  environment,  the  market  risk  on  some  types  of  derivatives 
contracts  could  increase.  But,  the  increased  volatility  mi^t  also  make  some  market  participants 
uneasy  about  entering  the  market  for  those  contracts,  reducing  market  liquidity  and  dius 
increasing  the  time  needed  to  enter  the  market  or  unwind  unfavorable  transactions.  Generally 
speaking,  it  is  reasonable  to  imagine  circumstances  in  which  some  "common  event"  occurs  Uiat 
simultaneously  exposes  a  large  number  of  market  participants  to  higjier  risk  of  one  type  (e.g.. 
rharket,  credit,  or  liquidity,  etc.),  and  die  higjier  exposures  for  diose  participants  creates  still 
higjier  exposises  for  many  of  die  same,  as  well  as  other,  market  participants.  For  example,  a 
computer  failure  of  a  major  clearinghouse  would  increase  settlement  risk  for  a  larger  number  of 
institutions,  which  could  then  weaken  the  credit  quality  of  some  of  diose  institutions  and  dius 
increase  the  credit  risk  for  die  counterpardes  of  diose  institudons. 

Neariy  everyone  acknowledges  that  "significant"  common  everts  diemselves  pose  systemic  risk, 
but  a  subtle  feature  of  the  system  today  is  diat  less  significant  common  events  may  also  pose 
systemic  risk  due  to  the  potential  for  risk-linkages  that  are  exceedingly  difficult  to  identi^  in 
(krivatives  markets  because  of  die  inherent  complexities  associated  with  derivadves.  The  OCC 
must  ensure  diat  national  banks  engaging  in  derivatives  transactions,  either  as  dealers  or  as  end- 
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users,  have  the  ability  to  accurately  assess  the  risks  associated  with  finaixnal  derivatives  activities 
and  have  sound  risk  management  systems.  In  this  way,  banks  can  be  ejqpected  to  protect 
themselves  against  large  losses  resulting  from  counleiparty  feilures  w  from  adverse  movements 
in  market  rates. 

Finally,  some  have  argued  that  because  wily  a  small  number  of  U.S.  commercial  banks  engage 
in  derivatives  activities,  those  banks  would  be  able  to  extract  extra-normal  jMt)fits  from 
derivatives  transactions,  to  tiw  detriment  of  their  customer.  Howeva,  such  arguments  neglect 
to  account  for  the  large  number  of  foreign  bank  and  non-bank  financial  institutions  that  also 
participate  in  derivatives  markets.  As  a  ccmsequence,  it  is  unlikely  derivatives  market  participants 
are  disadvantaged  by  the  afc«ementicMTed  concentradwi  of  derivatives  activities. 


(22)  Cash  liquicfity  risk  for  a  finn  appears  to  be  of  greater  concern  the  greater  is  a  fimi*s 
irn'olvement  in  derivative  activities,  the  greater  is  its  reliance  on  sbort-temi  fun(fing,  the 
lower  is  its  ciecfit  standSng,  and  tiie  more  restricted  is  its  access  to  central  bank  dSscount 
or  bom}wing  facilities.  Hierefoie,  m  contrast  to  depository  iistitutions  who,  among  ottier 
tilings,  have  access  to  ttie  cSscount  window,  securities  fims  may  find  cash  management 
requirements,  such  as  maintaining  margin  tequireinents,  arising  from  large  derivatives 
portfolios  to  be  more  challer^ng.  Compared  to  depository  irstitutioDS,  how  does  tiie  less 
liqirid  nature  of  tiie  securities  business  aflect  its  derivatives  activities  and  the  risks 
associated  with  such  activities? 

Securities  firms  generally  have  liquid  asset  bases  which  help  them  to  meet  unanticipated  fimding 
needs  without  posing  significant  threats  to  dieir  solverxy.  That  is,  the  bid-ask  spread  on  those 
assets  is  narrow,  allowing  asset  sales  to  occur  close  to  feir  market  values,  which  protects  the 
firm's  solvency. 

Alternatively,  bank  assets  are  predominately  conposed  of  illiquid  loan  portfolios.  As  a  result, 
bid-ask  spreads  on  assets  can  be  quite  large  so  that  if  a  bank  must  meet  an  unanticipated  fimding 
need  it  may  be  forced  to  sell  assets  at  "fire  sale"  prices,  which  can  be  far  below  fair  market 
values.  Recognizing  that  such  an  event  could  force  a  bank  into  insolvency,  the  FRB  can  make 
fiinds  temporarily  available  to  avoid  these  liquidity  short  Ms. 

Althou^  the  conparative  advantages  of  managing  liquidity  risk  with  liquid  assets  (without 
discount  window  availability)  versus  managing  sudi  risk  with  illiquid  assets  (with  discount 
window  availability)  are  subject  to  differing  views,  it  is  clear  that  financial  derivatives  pose  new 
difficulties  for  liquidity  management  regardless  of  what  type  of  institution  is  using  them. 

Financial  derivative  instruments  pose  new  risks  to  bank  liquidity  in  two  w^^  First,  it  is  often 
difficult  to  assess  fiiture  cash  flow  patterns  fw  derivatives,  which  can  make  it  difficult  for  a  bank 
to  control  the  amount  and  timing  of  fiiture  payments  and  receipts.  In  general,  such  assessments 
typically  require  a  hi^  degree  of  mathematical  sophisticaticn  (e.g.,  simulation  analysis)  and 
fi-equent  updates  to  reflect  changes  in  market  conditions.  Coisequently,  if  a  bank  misjudges  its 
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future  derivatives-related  payment  obligations,  it  will  affect  its  ability  to  accurately  assess  its 
future  net  funding  requirements.  Seccmd,  financial  derivatives  can  be  used  to  create  complex 
wdbs  of  direct  and  indirect  claims  that  can  spread  across  many  different  markets  (i.e.,  so  called 
"multi-legged"  transactions).  In  such  instances,  systemic  instability  may  be  exacertaled  if  market 
participants  become  uneasy  about  their  own  business  relationships  when  unrelated  market 
disruptions  occur.  This  mi^t  reduce  a  bank's  ability  to  purchase  funds,  or  sell  assets,  when 
needed. 

Financial  derivatives  dealers  and  end-users,  and  financial  institution  regulators  have  increased 
their  level  of  awareness  of  the  risks  posed  by  derivatives.  As  a  result,  market  discipline  and 
regulatory  actions  have  limited  the  involvement  of  financially  troubled  institutions  in  derivatives 
markets.  For  example,  counterparties  routinely  reduce  credit  exposures  to  weakening  institutions 
by  reducing  the  volume  and  maturity  of  transactions  and  by  using  collateral  and  margining 
agreements.  Some  institutions  have  sought  to  create  higjily-rated  special  purpose  vehicles  as  an 
alternative  means  of  entering,  or  maintaining  a  presence  in,  financial  derivatives  markets.  In 
addition,  bilateral  and  multilateral  netting  arrangements  are  being  developed  by  market 
participants  in  conjunction  with  financial  regulators.  These  arrangements  are  useful  because  the\' 
can  reduce  credit  exposures  of  derivatives  transactions. 

Effective  liquidity  management  ensures  that  fijnds  are  available  to  accommodate  decreases  in 
deposits  and  the  run-off  of  other  liabilities,  while  at  the  same  time  making  funds  available  to 
support  medium-  to  long-term  assets  at  reasonable  prices  relative  to  conpetitors.  While  fmancial 
derivatives  may  assist  in  the  achievement  of  some  of  those  objectives,  they  may  defeat  others  if 
liquidity  concerns  are  neglected.  Bank  managers  must  recognize  that  derivatives  can  require  new 
risk  management  n^lhodologies,  stronger  risk  controls  and  better  management  systems. 
Management  must  also  continue  to  review  their  policies,  procedures,  and  information  systems  in 
order  to  manage  and  ccaitrol  these  constantly  changing  risks. 


(23)  Qiticism  of  speculatots  in  the  derivative  markets,  primarily  exchange-traded  derivatives 
such  as  currency  futures  and  options,  has  focused  on  the  alleged  ability  of  such 
speculators  to  manipulate  markets.  Concerns  have  also  arisen  as  to  potential  depository 
institution  exposure  as  a  result  of  speculators'  activities.  Please  comment  on  these 
criticisms  and  whether  or  not  such  speculators  should  be  subject  to  increased  regulation 
or  siqKrvisioa 

The  recent  well-publicized  activities  of  a  few  large  speculators  in  the  foreign  currency  markets 
and,  to  a  lesser  extent,  in  the  precious  metals  markets  have  occurred  primarily  in  the  OTC 
markets,  rather  than  the  exchange-traded  markets.  (The  OTC  markets  in  these  products  are  much 
larger  and  mwe  liquid  than  the  exchange  traded-markets,  especially  with  respect  to  transactions 
with  longCT  maturities.)  Large  and  sophisticated  speculators  can  and  do  significantly  influence 
the  derivatives  and  other  financial  markets,  as  they  are  usually  seeking  to  profit  from  real  or 
perceived  market  pricing  inefficiencies  and  their  actions  often  help  bring  the  various  markets  into 
equilibrium  The  OCC  has  not  taken  a  position  on  whether  the  activities  of  such  speculators 
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should  be  regulated  However,  it  is  inportant  to  note  that  speculators  serve  an  important  function 
in  most  traded  markets  -  they  provide  the  liquidity  necessary  to  allow  financial  and  other 
institutions  to  effectively  use  such  markets  for  risk  management  purposes. 

In  addition,  the  global  nature  of  the  OTC  derivatives  markets  presents  a  practical  impediment  to 
the  ability  of  the  U.S.  to  "regulate"  their  activities.  Any  regulation  of^  w  attempt  to  regulate, 
such  speculators  may  only  drive  their  trading  activities  to  oflfehore  markets  with  little  overall 
efiect  on  the  market  inpact  of  such  activities  (and  a  possible  loss  of  revenue  for  tfie  US  fmancial 
institutions  which  trade  with  such  speculators). 

Bankers  can  control  their  institutions'  ejqposures  to  speculators  throu^  well-conceived  and  well- 
maintained  controls  over  credit,  market,  aixl  liquidity  risks.  An  integral  part  of  the  examination 
process  is  the  evaluaticm  of  those  controls  themselves  as  well  as  the  evaluation  of  processes  used 
by  bank  managers  to  revalidate  the  efifectiveness  of  those  controls. 

(24)     \Miat,  if  any,  effect  will  the  depositor  preference  provision  of  the  Omnibus  Bucket 
Reconciliation  Act  of  1993  have  on  the  derivatives  market? 

The  effects  of  national  deposit  preference  are  not  entirely  clear.  In  theory,  a  significant  share  of 
the  costs  of  insured  bank  failures  will  be  transferred  fix)m  the  FDIC  to  banks'  creditors  and 
counterparties.  All  else  remaining  the  same,  this  "risk  transfer"  will  increase  banks'  "risk 
premium"  on  nondeposit  funds,  raising  their  total  ejqjense  of  issuing  sudi  debt  In  derivatives 
markets,  we  expect  an  increase  in  both  the  spread  and  collateralization  required  of  banks.  The 
market  mi^t  even  force  some  weak  banks  to  unwind  their  positions. 

In  practice,  however,  thwe  are  several  factors  that  will  tend  to  reduce  the  magnitude  of  the  risk 
transfer.  First,  depositor  preference  will  increase  the  risk  premiums  on  nondeposit  funds  only 
to  the  extent  that  the  market  believes  that  a  bank  mi^t  foil.  Under  current  conditions,  the 
market  apparently  assigns  a  low  probability  of  failure  to  most  banks,  and  until  that  changes, 
depositor  preference  should  increase  risk  premiums  ocily  sli^y. 

SecOTd,  national  depositOT  jxeference  should,  in  die  long  run,  reduce  losses  to  the  FDIC.  That 
would  help  reduce  dqx)sit-insurance  premiums,  lowering  insmed  banks'  all-in  cost  of  funds.  As 
their  cost  of  deposit  fiinds  decline,  banks  become  safer  credits,  reducing  their  risk  premium  on 
nondeposit  funds.  This  indirect  effect  will  help  offset  the  direct  effects  of  the  risk  transfer. 

Third,  it  is  not  entirely  clear  how  conpletely  depositw  preference  will  reorder  receivership 
priority.  In  practice,  negotiatiai  often  plays  a  mwe  impwtant  role  than  le^lation  in 
app(Mtioning  losses  among  creditors.  Priority  in  bank  and  thrifl  feilures  had  been  relatively  clear, 
but  several  recent  changes  in  legislatiwi,  now  including  national  dqxjsitor  preference,  have  yet 
to  be  tested  in  the  courts. 
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The  difficulty  of  unraveling  all  of  the  effects  of  depositor  preference  ejqplains  why  there  is  somv 
disagreement  among  the  bond-rating  agencies  as  to  its  full  effects.  Moody's  Investors  Service 
has  created  a  new  rating  category,  which  will  apply  specifically  to  domestic  banks  and  thrifts, 
to  reflect  depositors'  status  with  regard  to  receivership  priority.  Recently,  they  downgraded  the 
nondqwsit  liabilities  of  some  banks,  thou^  as  yet  no  money-center  bank  has  been  downgraded. 
For  the  time  being,  Standard  &  Pool's  has  decided  not  to  downgrade  any  investment-grade  banks, 
taking  the  view  that  the  debt-servicing  ability  of  hi^-quality  going  concerns  have  not  been 
sufficiently  affected  by  depositor  prefaence  to  warrant  a  lower  rating. 
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UNITED  STATES 

SECURITIES  AND  EXCHANGE  COMMISSION 

WASHINGTON.  O.C.   20949 
THE   CHAIRMAN 


October  27.  1993 


The  Honorable  James  A.  Leach 

Ranking  Member 

Committee  on  Banking,  Finance  and  Urban  Afi^ain 

United  States  House  of  Representatives 

2186  Raybum  House  Office  Building 

Washington,  D.C.  20515 

Dear  Congressman  Leach: 

In  response  to  your  letter  of  August  9,  1993,  I  have  enclosed  answers  prepared  by  the 
Commission's  staff  that  respond  to  your  questions  r^arding  derivatives  and  their  impact  on 
the  global  financial  system. 

During  recent  years,  the  Commission  has  been  monitoring  carefully  the  proliferation  of 
derivative  prwiucts,  including  over-the-counter  derivatives,  and  lus  been  working  actively  with 
industry  representatives  and  other  regulators  in  order  to  better  understand  what  risks  these  new 
and  complex  products  pose  for  U.S.  financial  markets.  While  we  continue  to  assess  what 
modifications  to  the  Commission's  r^ulatory  structure  may  be  needed  to  respond  to  current 
market  developments,  we  remain  committed  to  m<iintaining  safe  and  stable  markets,  while 
allowing  market  participants  the  freedom  to  respond  to  customer  needs  with  new  and  innovative 
financial  products. 

Commissioner  Beese  will  be  testifying  before  the  Committee  on  Thursday,  October  28. 
I  trust  that  the  enclosed  materials  and  his  testimonv  will  respond  fully  to  your  questions.  Please 
do  not  hesitate,  however,  to  let  me  know  if  you  have  any  additional  questions. 


Sincerely, 


Arthur  Levitt 
Chairman 
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SEC  STAFF  SUBMISSION 

TO  THE  HONORABLE  JAMES  A.  LEACH 

COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 

U.S.  HOUSE  OF  REPRESENTATIVES 


CONCERNING  FINANCL\L  DERIVATIVES 


OCTOBER  27.  1993 


U.  S.  Securities  and  Exchange  Commission 

450  Fifth  Street,  N.W. 

Washington,  D.C.  20549 
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EXECUTIVE  SUMMARY 

« 

During  recent  years,  there  has  been  a  virtual  explosion  in  the  types  of 
financial  products  being  brought  to  maricet  in  this  country,  including  growing  activity 
involving  over-the-counter  ("OTC')  derivatives.    Clearly,  the  growth  of  this  market  presents 
significant  new  challenges  for  r^ulators.    The  Commission,  however,  is  reqwnding  to  these 
challenges  ~  combining  vigorous  oversight  of  our  markets  with  the  flexibility  that  allows 
new  products  to  develop  in  response  to  investor  needs. 

As  the  Commission  monitors  the  changes  derivative  products  are  bringing  to 
U.S.  and  global  financial  markets,  it  is  woiking  actively  with  industry  rq)resentatives  in 
order  to  better  understand  new  and  complex  products  and  market  practices.    While  we  are 
confident  that  there  are  in  place  sufficient  regulatory  controls,  such  as  risk  monitoring 
systems  and  the  net  capital  requirements  for  broker-dealers,  to  safeguard  the  stability  of  the 
U.S.  brokerage  industry,  the  introduction  into  the  marketplace  of  new  OTC  derivative 
products  carries  with  it  certain  legitimate  concerns.    As  a  resuh,  the  Commission  already 
has  begun  to  evaluate  these  concerns  and  is  coordinating  its  efforts  with  other  federal 
regulatory  bodies. 

While  many  OTC  derivatives  are  new,  the  Commission's  experience  in 
v^iulating  derivatives  activities  is  not,  beginning  with  its  creation  in  1934  when  the 
Congress  gave  the  Commission  authority  to  ^;^rove  options  trading  through  nilemaking 
uadet  Section  9  of  the  Securities  Exchange  Act  of  1934  ('Exchange  Act").   Since  1934,  the 
Commission  has  regulated  trading  in  stock  options  and  other  securities-based  derivative 
products.   These  products  include  both  standardized  options,  such  as  those  traded  on  five 
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national  exchanges,  and  derivatives  offered  by  corporate  issuers,  sucli  as  warrants,  rights, 
and  various  convertible  securities. 

Exchange  trading  of  derivative  securities  began  in  1973  when  the  Commission 
authorized  the  listing  and  trading  of  standardized  q>tions  contracts  on  the  Chicago  Board 
Options  Exchange.   Later,  trading  was  authorized  on  several  other  exchanges,  including  the 
New  York  Stock  Exchange,  the  American  Stock  Exchange,  the  Philadelphia  Stock 
Exchange,  and  the  Pacific  Stock  Exchange.    The  Commission,  together  with  these  exchanges 
and  the  National  Association  of  Securities  Dealers,  Inc.  ("NASD")  (the  exchanges  and  the 
NASD  together  being  designated  "self-regulatory  organizations"  or  "SROs")  have  created  a 
special  regulatory  structure  for  derivative  securities.    As  part  of  its  on-going  review  of 
derivatives  activities,  the  Commission  produced  a  special  study  of  the  options  markets  in 
1978  that  led  to  further  regulatory  developments.   Currently,  this  stnicture  of  regulation 
under  the  Exchange  Act  has  four  principal  components. 

•  Rules  Against  Fraud  and  Manipulation.   The  cornerstone  of  Commission 
regulation  is  the  maintenance  of  maricets  that  are  free  of  manipulation  and  abuse.   In 
this  regard,  the  Commission  has  specific  statutory  authority  under  the  antifraud 
provisions  of  the  federal  securities  laws  to  adopt  and  enforce  niles  that  prohibit 
market  manipulation,  insider  trading,  and  abusive  securities  trading  or  sales  practices. 

•  Broker-Dealer  Regulation.   Broker-dealers  that  conduct  any  derivatives 
activity  involving  securities  are  required  to  be  registered  as  broker-dealers  with  the 
Commission  and  to  be  members  of  one  or  more  of  the  SROs.   In  general,  broker- 
dealers  have  a  duty  to  provide  their  customers  with  best  execution  of  their  orders  and 
to  make  suitability  determinations  before  recommending  customer  trades.   The  SROs 
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also  promulgate  and  enforce  rules  governing  broker-dealer  sales  practices.   Broker- 
dealers  also  are  subject  to  Comimssion  rules  governing  financial  responsibility, 
including  tb6  Commission's  recordkeeping  and  reporting  rules  and  net  capital 
requirements. 

•         Mar^**  Regulation.    Exchange  trading  provides  certain  safeguards,  including 
transparency  (in  the  form  of  real  time  quotation  and  price  reporting),  margin 
requirements  and  position  limits,  limitations  on  market  concentration,  audit  trail 
requirements,  and  circuit  breakers  designed  to  control  extreme  market  shifts.   These 
markets  also  are  subject  to  surveillance  systems  that  enhance  the  abiUty  of  the  SROs 
to  examine  and  enforce  Commission  and  SRO  prohibitions  against  fraud  and 
manipulation.    Systems  also  have  been  esubUshed  to  ensure  efficient  and  accurate 
clearance  and  setUement  of  trades,  including  the  setUemem  and  clearance  of  options 
transactions  effected  on  a  national  exchange  in  a  continuous  net  settlement  system 
operated  by  the  Options  Clearing  Corporation. 

•         sivrial  Customer  Pmtection  Rules.    In  options  transactions,  specificaDy, 
broker-dealers  are  required  to  foUow  certain  SRO  rules  governing  accoum  opening 
procedures.    Among  other  things,  they  are  required  to  exercise  due  diligence  in 
ascertaining  customer  suitability  for  options  trading,  particularly  before 
recommending  options  trades  or  trading  strategies,  and  to  provide  each  customer  with 
a  standardized  risk  disclosure  document.    SRO  rules  also  impose  special  qualification 
and  testing  requirements  for  broker-dealer  sales  persomiel  and  their  supervisors  who 
effect  c^ons  transactions. 
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We  are  satisfied  that  this  stnictuie  pennits  the  CommissioD  aod  the  SROs  to 
maintain  continued  oversight  of  derivatives  securities  markets,  and  to  monitor  fiiitber  market 
develc^ments.    Curtent  debate,  however,  is  focused  on  developments  involving  OTC 
derivatives,  and  our  reqwnses  to  questions  posed  by  Congressman  Leach  address  these 
developments. 

The  OTC  derivatives  market  has  developed  primarily  as  an  institutional 
market,  comprised  of  sophisticated  players  and  privately  negotiated,  customized  derivative 
contracts.   Indeed,  the  great  success  of  this  market  results  from  the  products'  flexibility. 
OTC  derivatives  offer  institutions  the  ability  to  manage  risks  that  might  otherwise  make 
certain  investments  or  economic  activities  impracticable,  and  allow  them  to  gain  exposure  to 
equity,  bond,  or  mortgage  mark^  around  the  worid  without  having  to  liquidate  certificates 
of  deposit  or  Treasury  securities. 

As  noted  earlier,  the  recent  expansion  in  OTC  derivatives  activities  has  raised 
a  number  of  concerns.    We  are  concerned,  for  example,  that  as  derivative  products  become 
more  pc^ular,  small  and  less  sophisticated  institutions  will  turn  increasingly  to  derivative 
products  as  tools  to  counter  the  effects  of  market  volatility  or  to  reallocate  certain  risks, 
particulariy  currency  risks,  associated  with  portfolio  ass^s.    Certain  derivative  products, 
such  as  detachable  call  options  on  municipal  bonds  or  collateralized  mortgage  obligations, 
are  available  even  to  retail  investors.   Many  derivative  products,  however,  may  not  be 
suitable  for  less  sophisticated  institutional  and  retail  customers.    Accordingly,  the 
Commission  and  the  SROs  will  not  hesitate  to  enforce  the  antifraud  provisions  of  the  federal 
securities  laws  and  SRO  customer  protection  rules  to  ensure  that  broker-dealers  refrain  from 
recommending  unsuitable  products  to  uninformed  investors. 
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We  also  are  concerned  about  the  potential  effects  of  derivatives  activities  on 
U.S.  fmancial  markets.    For  example,  substantial  OTC  derivatives  activities  are  being 
conducted  by  unregisteied  affiliates  of  U.S.  broker-dealers.   In  order  to  understand  b^ter 
the  scope  of  these  activities  and  the  potential  risks,  if  any,  posed  to  registered  broker- 
dealers  by  the  activities  of  their  afTiliates,  the  Commission  adopted  risk  assessment 
recordkeeping  and  reporting  rules  that  provide  it  with  an  overview,  on  a  periodic  basis,  of 
any  material  risks  to  broker-tiealers  posed,  by  their  affiliates. 

Under  the  risk  assessment  rules,  broker-dealers  are  required  to  file 
information  concerning  the  financial  and  securities  activities  of  affiliates  that  are  likely  to 
have  a  material  impact  on  the  broker-dealer's  financial  and  operational  condition,  and  to 
provide  the  Commission  with  immediate  and  more  detailed  information  in  response  to 
Commission  concerns  regarding  a  broker-dealer's  financial  or  operational  condition.   In 
addition,  broker-dealers  are  required  to  make  and  keep  records  concerning  their  policies, 
procedures,  and  systems  for  monitoring  and  controlling  financial  and  operational  risks 
resulting  from  the  activities  of  their  affiliates.    The  Commission's  staff  presently  is  analyzing 
quarteriy  filing  information  obtained  from  approximately  2S0  securities  finns. 

The  Commission  also  is  involved  in  ongoing  discussions  with  industry 
representatives  regarding  appropriate  methods  for  evaluating  credit  and  mailcet  risks  posed 
by  OTC  derivative  products.    In  particular,  on  May  4,  1993,  the  Commission  issued  a 
concept  release  requesting  comments  on  the  treatment  of  derivative  products  under  the  net 
capital  rule.    Among  the  approaches  considered  by  the  Commission  in  the  concept  release  is 
the  development  of  capital  requirements  that  comprehensively  address  credit  and  market 
risks  so  that  firms  may  conduct  derivatives  activities  in  registered  broker-dealers  subject  to 
appropriate  capital  standards. 
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Finally,  recent  experience  in  the  sharp  market  declines  of  1987,  1989,  and 
1991  has  demonstrated  bow  the  liquidity  of  the  nation's  equity  maiicets  may  be  stiaioed  by 
the  sell-off  of  stocks  and  futures  by  derivatives  dealers  trying  to  adjust  their  hedges  to 
accommodate  rapidly  changing  market  risks.   Experience  also  has  shown  that  market 
volatility  can  be  magnified  to  the  extent  a  few  large  dealers  or  investors  dominate  and  are 
capabls  of  moving  a  market.   The  Commission  continues  to  work  with  industry 
rq)resentatives  and  other  regulators  to  identify  systemic  risks  to  the  marketplace,  atxl  to 
evaluate  appropriate  measures  for  addressing  these  risks. 

The  federal  securities  laws  establish  an  a{^ropriate  regulatory  structure  for 
derivative  securities  activities.   At  this  time,  the  Conunission  is  monitoring  developments  in 
the  ore  derivatives  markets  and  will  propose  modifications  to  the  regulatory  structure  as 
they  are  needed.   This  approach,  it  is  believed,  will  permit  the  Commission  to  maintain 
stable  markets  and  protect  investon,  while  allowing  market  particqMUtts  the  freedom  to  meet 
customer  needs  with  new  and  innovative  firumcial  products. 
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Question  1.  '  To  outline  your  agency's  supervision  and  regulation  of  derivatives, 
please  summarize  and  provide  Uie  written  policies  and  procedures  currently  us«d 
by  your  agency  to  regulate  and  monitor  derivative  activities,  including 
doaunents  regarding  the  Net  Capital  Rule.   Also,  please  provide  a  summary  of 
your  regulatory  authority  over  derivative  transactions. 

A.        Commission  Regulatory  Authority. 

Derivative  instniments  encompass  a  wide  anay  of  Tmancial  contracts, 
including  swaps,  futures,  options,  and  forwards,  that  derive  their  value  from  the 
performance  of  other  assets,  such  as  equities,  debt,  foreign  currency,  and  commodities. 
Whether  the  Commission  has  authority  over  derivative  trading  activity  dq)ends,  generally, 
upon  whether  the  derivative  instrument  in  question  is  a  "security."!/   Transactions  in 
securities  are  subject  to  comprehensive  regulation  under  the  Exchange  Act,  including 
provisions  governing  broker-dealer  sales  practices  and  market  trading  rules. 

While  some  derivative  products,  such  as  options  on  securities,  are  securities 
subject  to  Commission  jurisdiction,  others  are  futures  subject  to  regulation  by  the 
Commodities  Futures  Trading  Commission  ("CFTC").    Pursuant  to  Sections  2(a)(1)(A)  and 
4c(b)  of  the  Commodity  Exchange  Act  ("CEA"),  the  CFTC  has  exclusive  jurisdiction  over 
the  trading  of  futures  and  commodity  options  contracts.   By  1982,  the  proliferation  of 
exchange-traded  derivative  products  had  resulted  in  confusion  over  the  respective 

1/        Section  3(a)(10)  of  the  Securities  Exchange  Act  of  1934  (the  "Exchange  Act")  defines 
the  term  security  to  include  any  note,  stock,  treasury  stock,  bond,  debenture, 
certificate  of  interest  or  participation  in  any  profit-sharing  agreement,  investment 
contract,  certificates  of  dqx>sit,  or  any  put,  call,  straddle,  option,  or  privilege  on  any 
security,  certificate  of  deposit,  or  group  or  index  of  securities,  or  any  put,  call, 
straddle,  option,  or  privilege  entered  into  on  a  national  securities  exchange  relating  to 
foreign  currency,  or  in  general,  any  instrument  commonly  known  as  a  "security." 
The  defmition  of  security  ^>ecifically  excludes  currency  or  any  note,  draft,  bill  of 
exchange,  or  banker's  acc^>tance  which  has  a  maturity  date  at  the  time  of  issuance 
not  longer  than  nine  months.    Generally,  the  Exchange  Act  definition  of  security  is 
understood  to  exclude  instruments  exempt  from  registration  under  Section  3(a)(3)  of 
the  Securities  Act  of  1933  by  virtue  of  their  classification  as  commercial  paper  (SfiS 
Securities  Exchange  Act  Release  No.  4412  (Sept.  20,  1961)  [1957-61  Transfer 
Binder]  Fed.  Sec.  L.  Rq).  (CCH)  12045). 
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jurisdictional  boundaries  of  the  Commission  and  the  CFTC.   An  agreement  reached  between 
the  CommissioD  and  the  CFTC  was  codified  by  the  Congress  in  1982.2/  Under  the 
legislation,  the  CFTC  retained  exclusive  jurisdiction  over  all  futures  contracts,  including 
futures  contracts  on  stock  indexes,^/  and  options  on  futures  contracts  and  physical 
commodities  and  foreign  currency  (except  if  traded  on  a  securities  exchange).^/  The 
Commission  retained  jurisdiction  over  securities,  including  options  on  securities  (including 
exempted  securities),  options  on  certificates  of  dqx)sit,  options  on  stock  indexes,  and  q)tions 
on  foreign  currency  traded  on  a  national  securities  exchange. 
B.        Commission  Regulation  of  Derivatives  Activities. 

The  Commission  has  in  place  a  securities  regulatory  structure  under  the 
Exchange  Act  that  encompasses  derivatives  activities  within  its  jurisdiction.   This  r^ulatory 
system  is  comprised  of  four  essential  components. 

•    Rules  Against  Fraud  and  Manipulation.   The  cornerstone  of  Commission 
regulation  is  the  maintenance  of  markets  that  are  free  of  manqwlation  and  abuse.   In 
this  regard,  the  Commission  has  ^)ecific  statutory  authority  under  the  antifraud 

2/        This  jurisdictional  agreement,  commonly  referred  to  as  the  'Johnson-Shad  Accord,' 
was  passed  into  law  by  the  Congress  as  part  of  both  the  Securities  Acts  Amendments 
of  1982  and  the  Futures  Trading  Act  of  1982.   &k  Public  Law  No.  97-303,  96  Stat. 
1409  (1982)  and  97-444,  96  Stat.  2294  (1982). 

y        In  passing  the  Johnson-Shad  Accord  into  law,  Congress  added  a  provision  that 
provided  the  Commission  with  a  special  consultative  and  concurrent  role  in  the 
^^roval  process  concerning  stock  index  futures  contracts.   In  particular,  the 
Commission  must  find  that  the  q)ecific  stock  index  futures  contract  is  cash-settled, 
not  readily  suscq>tible  to  manipulation,  and  reflects  a  substantial  segment  of  the 
underiying  cash  mark^.    Futures  contracts  on  individual  securities,  other  than 
exempted  securities,  were  prohibited. 

4/        Although  Sections  2(a)(1)  and  4c  of  the  Commodity  Exchange  Act  ("CEA")  prohibit 
the  trading  of  futures  contracts,  options  on  futures  contracts,  and  physical  commodity 
<^ons  o^r  than  on  designated  commodities  exchanges,  the  Futures  Trading 
Practices  Act  of  1992  (Pub.  L.  No.  102-546,  106  Stat.  3590)  amended  the  CEA  by 
giving  the  CFTC  the  authority  to  exempt  certain  hybrid  products,  swaps,  and  other 
derivative  products  from  the  CEA.    Earlier  this  year,  the  CFTC  adopted  rules 
exempting  swap  agreements  and  certain  hybrid  securities  satisfying  specified  criteria 
from  regulation  under  the  CEA  (17  C.F.R.  part  35). 
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provisioas  of  the  federal  securities  laws  to  adopt  and  enforce  niles  that  prohibit 
market  manipulation,  insider  trading,  and  abusive  securities  trading  or  sales  practices. 

•    pt^ltffr-^ler  Regulation.   In  the  United  States,  brcdcer-dealers  that 
conduct  any  derivatives  activity  involving  securities  are  required  to  be  registered  as 
broker-dealers  with  the  Commission  and  to  be  members  of  one  or  more  self- 
i^ulatory  organization  ("SRO"),  such  as  the  National  Association  of  Serurities 
Dealers,  Inc.  ("NASD"),  the  New  York  Stock  Exchange,  and  the  other  national 
exchanges  on  which  derivative  securities  arc  traded.    The  SROs  promulgate  and 
enforce  rules  governing  broker-dealer  sales  practices.    Under  these  rules,  broker- 
dealers  have  a  duty  to  provide  their  customers  with  best  execution  of  their  orders, 
and  to  make  suitability  determinations  before  recommending  customer  trades. 

In  addition,  all  broker-dealers  are  subject  to  Commission  rules  governing 
financial  responsibility  that  are  designed  to  protect  their  int^rity  and  financial 
stability.   These  rules  include  the  Commission's  recordkeeping  and  reporting  rulesj/ 
and  the  net  capital  rulc.6/  The  net  capital  rule,  in  particular,  plays  a  significant  role 
in  the  maintenance  of  fair  and  orderly  markets  in  the  United  States  by  ensuring  that 
brtdcer-dealers  maintain  sufficient  net,  liquid  assets  that  enable  them  to  satisfy 
promptly  their  obligations  to  customers  and  other  broker-dealers.    These  assets  also 
provide  a  cushion  against  potential  market  and  credit  risks. 

The  o«  capital  rule's  existing  structure  was  developed  in  large  measure  prior 
to  the  recent  growth  and  devek)proent  of  the  OTC  derivatives  market.   Under  the  net 
oqntal  rule,  the  unrealized  profit  associated  with  an  OTC  derivative,  generally,  is 


5/        R^stered  broker-dealers  are  required  to  comply  with  the  Commission's  financial  and 
operatioaal  reporting  rules,  which  require  brt*er-dealen  to  file  monthly,  quarterly, 
and  annual  flnancial  reporu.    Commission  rules  also  require  broker-dealen  to  make 
and  preserve  certain  q)ecified  books  and  records.   S«  17  C.F.R.  fS  240.17a-3 
through  240. 17a-S. 

6f        17  C.F.R.  f  240.15c3-l. 
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treated  as  an  unsecured  receivable  subject  to  a  100%  capital  charge.   In  light  of  the 
development  of  the  OTC  derivatives  market  and  the  trend  among  dealers  to  conduct 
OTC  doivatiVes  activities  not  involving  securities  in  unregistered  entities,  either  here 
or  abroad  or  in  separately-capitalized  derivative  product  companies  ("DPCs"),  the 
Commission  has  commenced  a  formal  review  of  its  capital  requirements. 

On  May  4,  1993,  the  Commission  issued  a  concept  release  requesting 
comments  on  the  treatment  of  derivative  products  under  the  net  capital  rule  (the 
"Concqjt  Release").!/   Among  the  approaches  considered  by  the  Commission  in  the 
Concept  Release  is  the  development  of  coital  requirements  that  comprehensively 
address  the  credit  and  market  risks  posed  by  derivative  products  so  that  firms  may 
conduct  derivatives  activities  in  registered  broker-dealers  subject  to  a{^n7riate 
coital  standards.  &/ 

The  Commission  staff  also  collects  information  from  roistered  broker-dealers 
to  enable  the  staff  to  further  evaluate  the  risk  management  systems  of  broker- 
dealers,  particulariy  their  systems  for  monitoring  counterparty  risk.    Specifically, 
pursuant  to  the  Maricet  Reform  Act  of  1990  (the  "Market  Reform  Act"),2/  the 
Conmiission  adopted  risk  assessment  recordkeeping  and  reporting  rules  IQ/  that 
provide  the  Commission  with  an  overview,  on  a  periodic  basis,  of  the  financial  aitd 
securities  activities  of  affiliates  that  are  likely  to  have  a  material  impact  on  the 
broker-dealer's  financial  and  operational  condition.   In  addition,  broker-dealers  are 


2/        Securities  Exchange  Act  Release  No.  32256  (May  4,  1993),  58  FR  27486.   A  copy 
of  the  Concept  Release  is  attached  as  an  exhibit. 

8/        The  treatment  of  derivative  products  under  the  net  coital  rule  is  discussed  further  in 
response  to  Question  2. 

2/        Pub.  L.  No.  101-432,  104  Stat.  978. 

Ifi/       17  C.F.R.  §§  240.17h-lT  and  240.17h-2T.   Sfifi  Securities  Exchange  Act  Release 
No.  30929  (July  16.  1992),  57  FR  32159. 


440 


required  to  file  with  the  Commission  records  concerning  their  policies,  procedures, 
and  systems  for  monitoring  and  controUing  fmancial  and  operational  risks  resulting 
from  the  activities  of  their  affiliates.   The  Commission  also  is  authorized  to  obtain 
more  immediate  and  detailed  information  in  response  to  Commission  concerns 
regarding  a  broker-dealer's  fmancial  or  operational  condition.   The  Commission's 
staff  presently  is  analyzing  quarterly  filing  information  obtained  from  approximately 
250  securities  firms. 

•    Regulation  of  the  Markets.    A  special  regulatory  regime  has  developed  for 
securities  that  are  traded  on  a  national  securities  exchange.   These  rules  are  designed 
to  maintain  fair  and  orderiy  markets,  while  facilitating  markA  competition  and 
efficiency.    Exchange  trading,  for  instance,  provides  certain  safeguards,  including 
transparency  (in  the  form  of  real  time  quotation  and  price  reporting),  margin 
requirements  11/  and  position  limits,  limitations  on  market  concentration,  audit  trail 
requirements,  and  circuit  breakers  designed  to  control  extreme  market  shifts.    Some 
ore  maricets,  such  as  the  NASD's  automated  quotation  system  (Nasdaq),  provide 
many  of  the  same  protections.    These  markets  also  are  subject  to  surveillance  systems 
that  enhance  the  ability  of  the  SROs  to  examine  and  enforce  Commission  and  SRO 
customer  protection  rules. 

Systems  also  have  been  esublished  to  ensure  efficient  and  accurate  clearance 
and  settlement  of  trades.    Options  transactions  effected  on  a  national  exchange  are 
cleared  and  settled  in  a  continuous  net  settlement  system  operated  by  the  Options 
Clearing  Corporation.   This  system  significantly  reduces  counteiparty  risk  through 


11/      In  1983,  the  authority  to  review  margins  for  options  on  securities  was  delegated  to 
the  Commission  by  the  Board  of  Governors  of  the  Federal  Reserve  Board.    In  1985, 
the  Commission,  in  conjunction  with  the  national  exchanges  on  which  (^ons  are 
traded  and  the  NASD,  established  a  uniform,  premium-based  customer  margin  systerr 
for  "short"  options  positions  that  sets  appropriate  margin  levels  consistent  with 
market  conditions. 
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the  presence  of  a  financially  stable  contractual  intennediary  that  inteiposes  itself  as 
the  contra  party  to  both  sides  of  any  transaction. 

MargBi  requirements  further  contribute  to  the  maintenance  of  fisdr  and  orderly 
markets.    First,  mar;gin  serves  to  prevent  investors  from  entering  into  highly 
leveraged  positions  and  incurring  obligations  which  they  will  be  unable  to  satisfy  in 
the  event  of  a  substantial  market  decline.   Secondly,  margin  protects  the  capital  of 
broker-dealers  and  jclearing  firms  by  reducing  the  risk  that  their  capital  will  be  called 
upon  to  satisfy  the  obligations  of  overiy-Ieveraged  investors.   Finally,  margin  also 
serves  to  minimize  systemic  risk  to  the  entire  financial  system  during  periods  when 
markets  are  under  stress,  and  when  defaults  by  otherwise  highly-leveraged 
participants  would  pull  liquidity  out  of  the  system  at  a  time  whra  it  is  under  the  most 
stress. 

•    Special  Customer  Protection  Rules.   Broker-dealers  effecting  transactions 
in  securities  that  pose  special  risks  to  investors,  whether  such  securities  are  traded  on 
an  exchange  or  in  the  OTC  market,  are  subject  to  additional  requirements  under  the 
federal  securities  laws,  including  sales  practice  requirements  intended  to  protect 
investors  and  provide  them  with  information  about  investment  risk.   In  o{^ons 
transactions,  broker-dealers  are  required  to  follow  certain  SRO  rules  governing 
account  opening  procedures.    Among  other  things,  they  are  required  to  exercise  due 
diligence  in  ascertaining  customer  suitability  for  options  trading,  particulariy  before 
recommending  options  trades  or  trading  strategies.    Broker-dealers  also  are  required, 
pursuant  to  Rule  9b- 1  under  the  Exchange  Act  12/  and  Fonn  S-20  under  the  Securities 
Act  of  1933,13/  to  provide  options  cusiomers  with  a  risk  disclosure  document 
containing  information  describing  the  mechanics  and  risks  of  options  trading, 

12/       17C.F.R.  §240.9b-l. 
li/       17  C.F.R.  §  239.20. 
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transaction  costs,  margin  requirements,  and  the  tax  consequences  of  margin  trading. 
SRO  rules  also  impose  specM  qualification  and  testing  requirements  for  broker- 
dealer  sales  liersonnel  and  their  supervisors  who  effect  options  transactions. 
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QuesticMi  2.    Please  discuss  La  detail  capital  requirements,  both  curreot  and 
proposed,  as  they  rdate  to  derivative  activities  of  institutions  regulated  by  your 
agency.  Do  you  fed  the  current  capital  standards  are  adequate? 

Broker-dealers  engaged  in  derivatives  activities  involving  securities  arc 
required  to  be  registered  with  the  Commission  and  are  subject  to  Commission  rules  that 
require,  among  other  things,  broker-dealers  to  maintain  certain  specified  minimum  levels  of 
net  capital.   The  primary  purpose  of  the  net  capital  nile  is  to  ensure  that  broker-dealers 
maintain  sufficient  net,  liquid  assets  to  enable  them  to  satisfy  prompdy  their  liabilities  to 
customers  and  other  broker-dealers,  and  to  provide  a  cushion  of  liquid  assets  in  excess  of 
their  liabilities  to  protect  against  potential  market  and  credit  risks. 

Net  coital  is  defined  as  a  broker-dealer's  net  worth  computed  in  accordance 
with  generally  accepted  accounting  principles,  plus  satisfactory  subordinated  liabilities,  less 
assets  not  readily  convertible  into  cash  14/  and  most  unsecured  receivables.   The  broker- 
dealer  then  subtracts  prescribed  percentages  (or  haircuts)  from  the  market  value  of  its 
securities  and  commodities  positions  to  account  for  market  and  credit  risk.   The  rule  also 
requires  broker-dealers  to  mark  their  securities  and  commodities  positions  to  market  value 
on  a  daily  basis. 

Although  the  current  net  cJ4)ital  rule  contains  treatment  for  derivative  products 
transactions,  much  of  the  rule's  current  structure  was  developed  prior  to  the  recent  growth 
and  development  of  the  OTC  derivatives  maricet.   The  Commission,  therefore,  is  considering 
different  approaches  to  the  treatment  of  derivative  products  under  the  net  capital  rule  in 
order  to  evaluate  whether  the  net  capital  rule  should  be  modified  in  light  of  developments  in 
the  derivatives  markets,  generally,  and  the  OTC  mailcet  in  particular.   These  approaches  are 
discussed  in  the  Concept  Release. 


14/      Assets  not  readily  convertible  into  cash  include  goodwill,  furniture  and  fixtures, 

buildings,  prepaid  expenses,  and  exchange  seats.    17  C.F.R.  §  240.15c3-l(c)(2)(iv). 
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One  sq}proach  under  consideration  would  involve  maintaining  the  current  net 
capital  nile.    Another  approach  would  be  to  devise  capital  requirements  that 
comprehensively  address  the  credit  and  market  risks  posed  by  derivative  products  so  that 
firms  could  conduct  their  derivatives  activities  in  registered  broker-dealers  without  what  they 
often  regard  as  undue  capital  constraints.    A  third  aj^roach,  which  could  be  combined  with 
either  of  the  first  two  approaches  or  implemented  separately,  would  be  to  formulate  sq>arate 
coital  guidelines  that  specifically  would  a{^ly  to  DPCs  that  are  registered  broker-dealers. 

The  current  treatment  of  various  derivative  products  under  the  net  capital  nik 
is  summarized  below,  together  with  alternative  approaches  presented  in  the  ConcqM  Release. 
A.        Market  Risk. 

The  following  is  a  summary  of  the  current  capital  charges  required  in  order  to 
account  for  the  market  risks  associated  with  various  derivative  products. 

1 .    Standardized  Options.   Currently,  the  net  capital  rule  provides  for  two 
different  capital  treatments  for  standardized  options  positions  held  by  broker-dealers.    The 
first  approach  assumes  that  options  will  be  exercised  or  held  to  expiration.    Therefore, 
capital  charges  are  based  on  the  market  value  of  the  underlying  security.   The  second 
approach  assumes  that  options  will  be  traded  and,  therefore,  capital  charges  are  based  on  the 
maricet  value  of  the  option  rather  than  the  underlying  security.   Both  approaches  generally 
assess  minimum  charges  for  naked,  or  uncovered,  option  positions  or  recognized  option 
strategies. 

The  Commission  staff  is  studying  a  reconunendation  that  the  Commission 
adopt  a  theoretical  pricing  model  system  developed  by  the  Options  Clearing  Corporation  to 
determine  haircuts  for  broker-dealers'  standardized  options  positions  under  the  net  capital 
rule.    The  proposal  under  consideration  would  require  broker-dealers  to  take  a  capital  charge 
on  a  portfolio  of  options  on  a  given  uodeiiying  instrument  equal  to  the  difference  between 
the  closing  maikn  prices  and  the  options*  theoretical  prices  after  applying  assumed  market 
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movements  of  the  underlying  and  after  netting  theoretical  profits  and  losses  on  those 
positions. 

2.  OTC  Options.   Long  positions  in  OTC  options  generally  are  treated 
conservatively  under  the  net  cq)ital  nile  because  of  the  attendant  credit  risk  and  their  very 
limited  liquidity.    This  conservative  treatment  requires  broker-dealers  to  deduct  the  full  time 
value  piemiumll/  of  OTC  (^ons  from  their  n^  worth.   In  addition,  broker-dealers  are 
required  to  apply  a  haircut  on  the  option's  intrinsic  value.   Moreover,  as  a  general  rule,  no 
preferential  hedging  or  spread  benefits  are  allowed  for  long  OTC  options.   The  Concq)t 
Release  requested  comments  on  whether  a  pricing  model  for  determining  haircuts,  similar  to 
that  being  considered  for  standardized  options,  could  be  used  for  OTC  options. 

3.  Futures  Contracts  and  Options  on  Futures  Contracts.   Generally,  capital 
charges  for  futures  contracts  and  options  on  futures  contracts  are  based  on  the  margin 
requirement  of  the  applicable  commodity  clearing  organization.   If  these  instruments  are 
hedged  by  securities  products,  capital  charges  generally  are  determined  by  the  net  capital 
rule  and  the  interpretations  thereunder.   The  staff  understands  that  most  trading  in  futures 
contracts  and  options  on  futures  contracts,  where  the  underlying  instrument  is  a  security,  is 
governed  by  the  net  capital  rule.   The  Concqjt  Release  did  not  propose  any  change  to  the 
capital  treatment  of  futures  contracts  and  options  on  futures  contracts  under  the  net  capital 
rule. 

4.  Forward  Contracts.    Currently,  the  net  capital  rule  assesses  a  capital 
charge  on  forward  contracts  in  currency,  commodities,  and  U.S.  government  securities  equal 
to  the  haircut  applied  to  the  underlying  instrument.   In  addition,  in  order  to  account  for  the 
credit  risk  associated  with  forward  contracts,  the  unrealized  profit  on  a  particular  forward 


15/      The  time  value  premium  of  an  option  is  the  amount  by  which  the  option  premium 

itself  exceeds  the  option's  intrinsic  value.    An  option's  intrinsic  value  is  equal  to  the 
difference  between  the  striking  price  and  the  stock  price. 
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position  generally  is  considered  to  be  an  unsecured  receivable  under  the  net  capital  rule  and, 
therefore,  is  subject  to  a  100%  capital  charge. 

The  market  risks  related  to  forward  contracts  for  commodities  and  U.S. 
government  securities  are  adequately  addressed  under  the  existing  net  capital  rule. 
Nevertheless,  the  Conc^  Release  suggests  an  alternative  capital  charge  for  the  market  risk 
related  to  currency  forwards.   This  approach  would  assess  a  capital  charge  on  the  net  long 
or  short  position  of  all  uncovered  currency  positions.    The  amount  of  the  capital  charge 
would  dqiend  upon  to  which  of  three  categories  the  currency  position  was  assigned. 

The  Concept  Release  also  requested  comment  on  the  need  to  account  for 
interest  rate  risk  in  currency  forwards.   Interest  rate  risk  in  a  forward  contract  is  the  risk 
that  a  shift  in  the  interest  rate  differential  will  cause  the  value  of  the  forward  contract  to 
change  even  when  there  is  no  change  in  the  spot  rate.   The  G>nmiission  requested  comments 
on  an  iqiproach  to  address  interest  rate  risk  that  would  result  in  assigning  currency  forward 
positions  to  maturity  bands  and  assessing  a  capital  charge  for  interest  rate  risk  depeading  on 
the  maturity  of  each  specific  contract. 

S.    Interest  Rate  Swaps.    The  Concept  Release  presented  two  alternative 
approaches  to  the  treatment  of  interest  rate  swaps  under  the  net  capital  rule.   The  first 
approach  would  calculate  exposure  from  a  large  interest  rate  swap  book  into  a  portfolio  of 
specified  debt  securities  that  are  equivalent,  in  terms  of  interest  rate  sensitivity,  to  the  swap 
payment  flows.   These  derived  securities  would  then  be  treated  under  the  net  capital  nile  in 
the  same  way  as  actual  bond  positions  with  the  same  characteristics.   The  value  of  the 
derived  securities  would  be  calculated  in  terms  of  the  zero  coupon  bond  equivalent. 

The  second  approach  for  the  treatment  of  interest  rate  swaps  is  to  assign  the 
notional  amount  of  the  swaps  to  the  maturity  bands  currently  in  use  for  government 
securities,  and  apply  a  capital  charge,  ranging  from  0%  to  6%,  depending  on  maturity.   The 
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capital  charges  of  long  and  short  positions  in  swaps  could  be  offset  depcadiag  on  the  relative 
maturities  of  the  two  swaps,  or  could  be  hedged  with  other  debt  instruments. 

6.    Cifrrency  Swaps.   Under  the  net  capital  rule,  currency  swaps  are  treated 
as  two  currency  forwards,  one  long  and  one  short.    The  Concq)t  Release  requested  comment 
on  the  ^iplication  to  currency  swjqjs  of  the  proposed  treatment  of  currency  forwards 
discussed  above. 

B.         Credit  Risk. 

Unlike  exchange  traded  derivative  products,  OTC  derivatives  involve  credit 
risk,  that  is,  the  risk  that  the  counterparty  to  the  OTC  contract  will  default.   Historically, 
unsecured  credit  extensions  have  not  been  a  significant  element  of  a  broker-dealer's  business 
and  as  a  result,  the  net  capital  rule  treats  very  conservatively  positions  that  entail  unsecured 
credit  risk.   Because  the  unrealized  profit  on  OTC  derivatives  generally  is  considered  to  be 
an  unsecured  receivable,  broker-dealers  are  required  to  deduct  100%  of  this  amount  from 
net  capital.   This  capital  charge  is  assessed  in  addition  to  any  applicable  capital  charge  for 
mark^  risk. 

The  Conc^t  Release  requested  comments  on  an  alternative  approach  to 
account  for  the  credit  risk  associated  with  trading  OTC  derivatives.   This  approach  would 
require  broker-dealers  to  take  two  charges  to  their  capital,  a  basic  charge  and  a 
concentration  charge.    The  basic  charge  is  designed  to  protect  against  the  risk  that  a 
counterparty  defaults  on  its  obligation  under  an  agreement  involving  an  OTC  derivative 
contraa  and  would  require  broker-dealers  to  take  an  8%  coital  charge  on  the  "credit 
equivalent  amount"  multiplied  by  a  "counterparty  factor."   The  "credit  equivalent  amount" 
would  be  equal  to  the  current  credit  exposure  on  an  open  trade  (the  deficit)  J^/  plus  some 


16/       The  net  deficit  would  be  reduced  by  any  margin  or  other  dqx>sits  held  by  the  broker- 
dealer  or  margin  calls  outstanding  not  more  than  two  business  days. 
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amount  as  a  cushion.   The  "counteipaity  factor'  would  range  from  OX  for  certain 
govenmients  and  central  banks  to  a  maximum  of  S0%. 

The  second  capital  charge,  a  concentration  charge,  is  designed  to  discourage 
broker-dealers  from  assuming  a  large  amount  of  credit  risk  with  any  one  counterparty  or 
assuming  too  much  overall  credit  risk.   The  concentration  charge  would  require  broker- 
dealers  to  take  a  coital  charge  equal  to  the  amount  by  which  the  net  deficit  with  one 
counteiparty  exceeds  10%  of  the  broker-dealer's  tentative  net  capital  OLfi.,  net  capital  before 
haircuu).    In  addition,  broker-dealers  would  be  required  to  take  a  capital  charge  equal  to  the 
amount  by  which  the  net  deficit  with  all  counteipaities  exceeds  25%  of  the  broker-dealer's 
tentative  net  capital. 

The  Concept  Release  also  requested  comment  on  a  second  MfpnmA  to  the 
treatment  of  credit  risk  under  the  net  capital  nile.   Under  this  approach,  broker-dealers 
would  be  required  to  take  a  capital  charge  based  on  some  percentage  of  the  broker-dealer's 
total  exposure  to  all  counterparties.    To  account  for  the  risk  involved  ic  entering  into  too 
many  transactions  with  lower-rated  counteiparties,  the  amount  of  the  charge  on  the  particular 
exposure  would  depcad  on  the  credit  rating  of  the  counteiparty  and  would  be  higher  for 
lower-rated  counteiparties. 
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Question  3.    Please  discuss  the  types  of  dealers  and  end-users  of  derivatives  that 
are  not  regulated  in  any  manner.   Do  you  feel  that  the  derivative  activities  of 
such  dealervand  end-users  should  be  regulated? 

Generally,  dealers  and  end-users  of  derivatives  are  divided  among  (i)  entities 
regulated  by  federal  securities,  commodities,  or  banking  regulators,  including  broker- 
dealers,  futures  commission  merchants,  investment  companies,  investment  advisers,  and 
banks;  (ii)  entities  that  may  be  regulated  by  the  states,  such  as  banks  and  insurance 
companies;  and  (iii)  entities  that  may,  at  most,  be  required  under  certain  circumstances  to 
repon  investment  holdings  to  federal  or  state  regulators,  such  as  corporations,  pension  plans 
and  other  institutional  investors,  and  the  unregistered  subsidiaries  and  affiliates  of  broker- 
dealers  and  other  financial  services  enterprises.  17/ 

Particular  dealers  and  end-users,  such  as  banks,  investment  companies,  and 
broker-dealers,  are  regulated  to  prevent  them  from  taking  undue  risks  and  becoming 
imprudently  leveraged.   The  Commission's  net  cj^ital  rule,  for  example,  addresses  credit 
and  market  risk  assumed  by  broker-dealers  in  connection  with  their  derivatives  or  other 
securities  activities  through  the  application  of  required  net  capital  charges.    The  staff, 
however,  has  been  informed  by  certain  broker-dealers  that  the  coital  requirements  necessary 
to  conduct  OTC  derivatives  activities  in  registered  broker-dealers  is  one  factor  among 
others,  including  business,  economic,  and  legal  considerations,  that  has  encouraged 
derivatives  activities  to  be  conducted  in  unregistered  affiliates. 


17/       Banks,  and  to  a  lesser  degree,  insurance  companies,  act  as  dealers  in  the  derivatives 
markets.   Among  unregukted  users  of  derivatives,  corporations  use  derivatives  for  a 
variety  of  purposes,  including  to  hedge  against  possible  fluctuations  in  the  costs  of 
materials,  interest  rates,  or  currency  exchange  rates.    Likewise,  institutional  investors 
may  use  derivatives  to  hedge  against  fluctuations  in  interest  rates  and  currency 
exchange  rates.    However,  difficulties  in  valuing  derivative  instrumeiits  may 
discourage  some  institutional  investors,  such  as  mutual  funds  or  pension  plans,  from 
investing  in  these  instruments  where  there  is  a  requirement  imposed  upon  fund 
managers  to  compute  the  net  asset  value  of  fund  or  plan  investments  on  a  continuous 
basis. 
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Given  the  diversity  of  dealers  and  end-users,  any  single  system  for  the 
effective  regulation  of  derivatives  activities  is  likely  to  be  unduly  broad  and  impracticable. 
The  risk  assessment'^ program, !£/  however,  will  permit  the  Commission  to  monitor,  on  a 
periodic  basis,  any  material  risks  to  broker-dealers  posed  by  the  activities  of  their 
unregistered  affiliates. 


IS/      The  Commission's  risk  assessment  program  is  discussed  in  response  to  Question  1. 
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Question  4.  Please  discuss  the  benefits  that  may  be  realized  from  utiliang 
derivative  instruments,  such  as  using  them  for  risk  managonent  and  asset- 
liability  management  purposes. 

Could  the  development  and  use  of  derivative  products  by  savings  and  loans 
(S&Ls)  and  others  have  helped  to  prevent  the  S&L  crisis?   For  example,  could 
the  use  of  interest  rate  swaps  by  S&Ls  have  helped  them  to  sufTiciently  control 
duration  and  interest-rate  mismatches?   (Especially  mismatches  due  to  long- 
term  mortgage  assets  yielding  low  interest  rates  being  combined  with  short-term 
liabilities  commanding  high  interest  rates.) 

Dealers  may  benefit  from  derivatives  activities  to  the  extent  that  such  activities 
provide  a  needed  customer  service  and  are  a  source  of  fee  income.   Dealer  activities  can 
present  opportunities  for  trading  gains,  but  likewise,  they  expose  institutions  to  the  potential 
for  trading  losses. 

End-users  use  derivatives  to  modify  market  risks  inherent  in  lending  and 
investing  activities.    Since  derivatives  can  be  tailored  to  specific  risks,  they  are  an  efficient 
supplement  to  traditional  retail  produrts  that  might  otherwise  be  acquired  to  offset  identified 
market  risks.    Derivatives  can  be  used  both  to  manage  risk  by  offsetting  anticipated  cash 
flows  to  and  from  other  financial  instruments  as  well  as  for  asset-liability  management, 
enabling  institutions  to  devise  strategies  to  control  effective  interest  margins  and  repricing 
periods. 

Derivatives  are  effective  tools  for  managing  risk  only  if  they  are  used 
properly.    For  example,  derivatives  can  be  used  to  modify  the  risks  inherent  in  holding 
fixed-rate,  long-term  mortgages  funded  with  deposits  that  rq)rice  on  a  short-term  basis.   In 
developing  such  a  derivatives  strategy,  it  is  necessary  to  take  into  account  the  risk  of  both 
rising  and  falling  interest  rate  environments.    An  interest  rate  swap  that  requires  an 
institution  to  pay  a  fixed-rate  and  receive  a  variable  rate  could  effectively  hedge  the 
institution's  fixed-rate  mortgage  risk  in  a  rising  interest  rate  environment.   The  same  swap, 
however,  could  be  devastating  in  a  falling  rate  environment  in  which  borrowers  refinance 
mortgages  at  lower  interest  rates  leaving  the  institution  with  a  swap  that  requires  it  to  pay  a 
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higher  fixed-rate  whUc  receiving  a  lower  variable  rate  after  its  fixed-rate  assets  have 
evaporated.    New  product  innovations  such  as  index  amoitiziog  swaps,12/  are  designed  to 
protect  against  such  effects.   Thus,  while  derivatives  can  modify  risks,  the  effectiveness  of 
derivatives,  like  other  financial  instruments,  dqtends  upon  prudent  and  effective  investment 
strategies. 

In  addressing  the  question  of  whether  derivatives  could  have  helped  to  prevent 
the  savings  and  loan  crisis,  we  note  that  on  January  13,  1989,  Frederick  D.  Wolf,  then  the 
Director  of  the  Accounting  and  Financial  Management  Division  of  the  General  Accounting 
Office,  testified  before  the  House  of  Representatives'  Committee  on  Banking,  Finance  and 
Urban  Affairs  concerning  (among  other  matters)  the  reasons  for  the  recent  failures  of 
financial  institutions.   Reasons  for  the  crisis  as  cited  in  Wolfs  testimony  included  such  items 
as  poor  credit  underwriting,  brokered  deposits,  mismanagement,  and  insider  abuse. 
Although  derivatives  can  be  used  to  modify  interest  rate  risk,  they  do  not  counter  the  credit 
risk  or  systemic  risk  associated  with  poor  management  practices  in  financial  institutions. 

It  is  conceivable  that  derivative  products  could  be  devised  to  hedge  the  types 
of  interest  rate  and  repricing  mismatches  that  contributed  to  the  savings  and  loan  crisis. 
However,  while  the  employment  of  derivatives  strategies  may  have  mitigated  the  severity  of 
the  savings  and  loan  crisis,  it  is  not  possible  to  estimate  how  effective  such  derivatives 
strategies  would  have  been. 


12/       An  index  amortizing  swap  includes  a  notional  amount  reduction  feature  which  is 
triggered  by  falling  interest  rates. 
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Question  5.a.  What  are  your  primary  r^ulatory  concerns  regarding  derivative 
activities  of  institutions  supervised  by  your  agency? 

There  is  no  disputing  the  utility  and  versatility  of  the  OTC  derivative  products 

being  brought  to  market  today.   The  proliferation  of  OTC  derivatives,  however,  raises 

certain  issues  of  importance  to  regulators; 

•  Customer  Suitability.   The  staff  is  responsive  to  indications  that  the 
customer  base  of  the  derivatives  market,  which  began  with  only  the  largest,  most 
sophisticated  institutions,  may  reach  the  next  tier  of  institutional  investors.   There 
are,  for  example,  concerns  that  as  derivative  pnxlucts  become  more  popular,  small 
institutions  having  fewer  resources  and  a  lesser  degree  of  financial  sophistication  will 
turn  increasingly  to  derivative  products  as  tools  to  counter  the  effects  of  market 
volatility  or  to  reallocate  certain  risks,  particularly  currency  risks,  associated  with 
portfolio  assets.    Certain  derivative  products,  such  as  detachable  call  options  on 
municipal  bonds  or  collateralized  mortgage  obligations,  are  available  even  to  retail 
investors. 

Many  derivative  products,  however,  may  not  be  suitable  for  less  sophisticated 
institutional  and  retail  customers.    While  SRO  rules  already  require  broker-dealers  to 
make  suitability  determinations  before  recommending  customer  trades,  the 
Commission  and  the  SROs  wiU  not  hesitate  to  enforce  the  antifraud  provisions  of  the 
federal  securities  laws  and  SRO  customer  protection  rules  to  ensure  that  broker- 
dealers  refrain  from  recommending  unsuitable  products  to  uninformed  investors. 

•  Market  Impact.   The  Commission  staff  is  aware  of  the  possibility  that 
the  increased  use  of  derivatives  could  lead  to  the  failure  of  one  or  more  derivatives 
dealers  during  periods  of  extreme  market  stress,  with  this  failure  creating  ripple 
effects  throughout  the  OTC  derivatives  market  for  broker-dealers  and  other  market 
participants. 
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In  particular,  the  growth  of  the  OTC  derivatives  market  has  raised  issues  with 
reelect  to  counteipaity  credit  risk,  leverage,  undue  concentration,  and  internal  control 
mechanisms.jQ/  To  remain  informed  about  the  issues,  the  Commission  relies  on 
information  from  various  sources,  including  on-site  inflections  of  registered  broker- 
dealers,  information  rqx)rted  to  the  Commission  pursuant  to  the  Market  Refonn  Act, 
discussions  with  market  participants  and  fellow  regulators,  and  numerous  studies  and 
other  publications.2i/  The  Commission  also  has  addressed  these  issues  through  a 
combination  of  its  financial  responsibility  and  reporting  niles,  particularly  the  net 
capital  rule  and  the  risk  assessment  program. 

•         Market  Interaction.   The  interrelationships  that  exist  among  the  cash 
markets  and  derivatives  trading  also  cannot  be  ignored.    Recent  history  has 
demonstrated,  for  example,  how  the  liquidity  of  the  nation's  equity  markets  may  be 
strained  by  the  sell-off  of  stocks  and  futures  by  derivatives  dealers  and  end-users 
trying  to  adjust  their  hedges  to  accommodate  rapidly  changing  markM  risks.22^ 
Experience  also  has  shown  that  market  volatility  can  be  magnified  to  the  extent  a  few 
large  dealers  or  investors  dominate  and  are  capable  of  moving  a  market.22/  The 

2Q/       These  and  other  risks  are  addressed  in  the  following  studies:  Group  of  Thirty,  BsiSUi 
of  the  Global  Derivatives  Study  Group.  Derivatives:  Practices  and  Principles  (July 
1993);  Bank  of  England.  Derivatives:  Report  of  the  Internal  Woricing  Group  (Apr. 
1993);  Basle  Committee  on  Banking  Supervision,  The  Supervisory  Recognition  of 
Netting  for  Capital  Adequacy  PVTT^V^  (Apr.  1993);  Bank  for  International 
Settlements,  Recent  Developments  in  International  Interbank  Rebtions  (Oct.  1992). 

21/       U. 

22/      The  interrelationships  among  cash  and  derivatives  markets  are  addressed  more.fiiUy 
in  response  to  Que^ion  21. 

22/       Based  on  these  concerns,  the  Market  Reform  Aa  authorized  the  Commission  to 

promulgate  rules  to  monitor  the  trading  activity  of  certain  large  traders  in  the  market. 
The  rules  proposed  by  the  Commission  would  require  large  traders  to  disclose  to  the 
Commission,  at  its  request,  certain  information  concerning  their  trading  accounts  and 
any  affiliations  or  associations  the  large  trader  may  have  with  other  persons.    See 
Securities  Exchange  Act  Release  No.  29593  (Aug.  22,  1991).  56  FR  42550  (As 

(continued...) 
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Commission's  reconstruction  of  the  trading  activity  during  the  1987,  1989,  and  1991 
market  declines  demonstrates  the  relationship  between  the  maikets.24/ 

The  Commission,  however,  does  have  means  by  which  to  address  market 
linkage  concerns.   First,  the  Commission  has  approved  so-called  "circuit  breakers," 
that  is,  procedures  by  which  trading  in  options,  securities,  and  futures  will  halt  when 
the  Dow  Jones  Industrial  Average  declines  below  certain  limits.   Secondly,  the 
Commission's  oversight  of  margin  requirements  for  exchange-traded  derivatives  (as 
discussed  more  fully  in  response  to  Question  17)  serves  to  minimize  the  potential  for 
a  liquidity  crisis  in  the  equity  markets.   Finally,  in  emergency  situations,  the 
Commission  has  the  authority,  as  amended  by  the  Nfarket  Reform  Act,  to  suspend 
trading  in  a  particular  security,  or  on  an  entire  exchange,  for  a  period  of  time. 


22/(...  continued) 

proposed.  Rule  13h-l  would  define  "large  trader"  as  every  person  who,  for  its 
account  or  an  account  for  which  it  exercises  investment  discretion,  effects 
transactions  in  "publicly  traded  securities"  in  an  aggregate  amount  equal  to  or  in 
excess  of  the  activity  level  prescribed  in  the  rule.    Large  traders  could  include 
individuals,  hedge  funds,  banks,  broker-dealers,  insurance  companies,  investment 
advisers,  mutual  funds,  pension  funds,  and  trust  companies.   Proposed  Rule  13h-l 
would  defme  "publicly  traded  securities"  to  meJin  national  market  system  securities. 
Accordingly,  the  proposed  rule  generally  would  cover  equities,  options  on  individual 
equities,  and  options  on  an  index  of  equity  securities,  that  are  listed  for  trading  on  a 
national  securities  exchange  or  the  NASD's  Nasdaq/NMS  system.)   Registered 
broker-dealers  also  would  be  required  to  maintain  account  and  transaction  records  for 
each  large  trader  and  to  report  transactions  to  the  Commission  or  a  designated  SRO 
upon  request.   The  proposed  rules  would  allow  the  Commission  to  collect 
information  useful  in  evaluating  periods  of  significant  market  activity,  for  instance, 
after  periods  of  extreme  stress  such  as  those  that  occurred  in  1987,  1989,  and  1991. 
These  rules  have  not  been  fmalized  and  remain  under  consideration  by  the 
Commission. 

24/       See  Division  of  Market  Regulation,  October  1987  Market  Break  (Feb.  1988); 

Division  of  Market  Regulation,  Trading  Analysis  of  October  13  and  16.  1989  (May 
1990);  Division  of  Market  Regulation.  Trading  Analysis  of  November  15.  1991  (Oct. 
1992).   See  iiso  Report  of  the  Presidential  Task  Force  on  Market  Mechanisms  (Jan. 
1988). 
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b.    Do  you  believe  that  any  fundameotal  chances  in  the  current 
regulatory  framework  for  institutions  usinc  financial  derivatives  is  needed  at  this 
time? 

The  Commission  staff  believes  that  the  existing  securities  regulatory  structure 
protects  investors  and  maintains  market  stability,  while  remaining  flexible  to  innovation. 
There  are  two  areas,  however,  in  which  future  change  may  be  required  to  address 
derivatives  activities,  particularly  those  involving  OTC  derivative  products. 

First,  it  is  hoped  that  any  changes  in  the  net  capital  treatment  of  OTC 
derivative  products  that  develop  from  the  Commission's  review  of  its  capital  standards  will 
encourage  OTC  derivatives  activities  now  conducted  in  unregistered  affiliates  of  broker- 
dealers  to  be  brought  within  registered  broker-dealers  under  Commission  jurisdiction.   As 
discussed  in  response  to  Question  1 ,  the  coital  requirement  necessary  for  effecting  OTC 
derivatives  transactions  through  registered  broker-dealers  has  been  one  factor  among  others, 
including  business,  economic,  and  legal  considerations,  in  dealer  decisions  to  conduct  OTC 
derivatives  activities  in  unregistered  affiliates  or  separately-capitalized  DPCs. 

Second,  the  establishment  of  one  or  more  clearinghouses  that  specialize  in  the 
processing  of  trades  in  swaps  may  improve  the  current  regulatory  framework  for  the  swaps 
market  by  helping  to  ensure  the  legal  certainty  of  swaps  transactions  and  by  improving 
settlement  efficiency  through  payment  netting.   A  swaps  clearinghouse  also  would  provide  a 
focal  point  for  coordination  of  industry  practices  and  communication  with  interested 
regulators.   While  there  are  regulatory  issues  involved  in  the  establishment  of  a  swaps 
clearinghouse,  regulators  should  actively  evaluate  the  development  of  such  facilities. 
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Questioa  6.    Is  there  adequate  coordination  b^ween  U.S.  and  foreign  regulators 
to  regulate  risks  associated  with  derivatives?  Does  the  BIS  report  of  April  1993 
address  all  Cff  your  agency's  concerns  in  this  area? 

There  are  on-going  discussions  among  U.S.  and  foreign  regulators  regarding 
the  appropriate  regulatory  treatment  of  derivative  producu.    Specifically,  the  Commission 
has  been  an  active  participant  in  working  groups  and  committees  of  the  International 
Organization  of  Securities  Commissions  ("IOSCO")  and  a  working  group  of  the  Basle 
Committee  on  Banking  Supervision  of  the  Bank  of  International  Settlements  (the  "Basle 
Committee"),  which  have  been  discussing  capital  standards  for  equity  and  debt  securities 
positions. 

At  the  present  time,  the  members  of  the  Technical  Committee  of  IOSCO  have 
been  unable  to  reach  agreement  on  prudent  capital  standards  and,  therefore,  have  been 
unable  to  come  to  any  agreement  with  the  Basle  Committee  on  capital  standards.   The  Basle 
Committee  recently  pressed  the  establishment  of  market  risk  requirements  for  equity  and 
debt  securities  positions,  which  the  Commission  staff  currently  is  studying.   The  staff, 
however,  is  concerned  that  the  offsetting  provisions  contained  in  the  Basle  Committee 
proposal  are  substantially  more  generous  than  those  permitted  under  the  Commission's  net 
capital  rule.   Nevertheless,  the  Commission  continues  to  participate  in  discussions  with  the 
regulators  of  other  countries  with  the  goal  of  formulating  consistent  approaches  toward  the 
regulatory  treatment  of  derivative  products. 

In  addition,  the  Commission  has  been  actively  involved  with  the  IOSCO 
Working  Party  on  the  Regulation  of  Secondary  Markets  ("Working  Party  No.  2")  that, 
among  other  things,  has  been  examining  the  issue  of  coordination  between  cash  and 
derivative  products.   Working  Party  No.  2  has  produced  three  papers  discussing  various 
aspects  of  this  topic:    "Contract  Design  of  Derivative  Products  on  Stock  Indices,"  which  was 
approved  by  the  IOSCO  Technical  Committee  in  January  1992;  "Measures  to  Minimize 
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Market  Disruption,"  which  was  approved  by  the  Technical  Committee  in  July  1992;  and 
"Mechanisms  U>  Enhance  Open  and  Timely  Communication  between  Market  Authorities  of 
Related  Cash  and  Derivative  Markets  During  Periods  of  Market  Disruption,"  which  was 
approved  by  the  Technical  Committee  in  June  1993.   These  three  papers  identify  issues 
important  to  the  relationship  between  the  cash  market  and  related  derivatives  markets  for 
equities,  and  the  effective  oversight  of  these  markets. 
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Question  7.    Individual  derivative  contracts,  taken  by  themselves,  include 
elements  of  risk.   However,  derivatives,  when  evaluated  as  part  of  an 
institution's  entire  portfolio,  are  often  used  to  offset  and  reduce  the  overall  risk 
exposure  of  an  institution.   How  do  your  regulatory  actions,  including  capital 
and  accounting  standards,  take  into  account  the  use  of  derivatives  to  reduce  the 
overall  risk  exposure  of  an  institution?   For  the  purpose  of  regulation,  how  does 
your  agency  d^ingutsh  between  derivatives  used  to  hedge  and  reduce  overall 
risk,  such  as  many  over-the-counter  (OTQ  contracts,  and  derivatives  used  for 
trading  and  other  purposes,  such  as  many  exchange-traded  contracts? 

Derivatives  are  used  for  hedging  and  risk  reduction,  as  well  as  for  trading  and 
other  purposes.    As  a  general  matter,  Commission  and  SRO  rules  do  not  distinguish  between 
the  use  of  derivative  products  for  hedging  purposes  and  their  use  for  trading  or  other 
purposes,  excqjt  in  very  specific  circumstances.    For  example,  the  SROs  distinguish 
b^ween  hedging  and  other  trading  purposes  in  their  rules  setting  certain  position  limits  in 
options  trading.    As  a  practical  matter,  however,  distinctions  in  the  use  of  derivatives 
typically  are  reflected  in  the  internal  controls  of  both  dealers  and  end-users,  and  are 
considered  in  management  decisions  regarding  appropriate  risk  management  or  investment 
strategies. 
A.        Net  Capital  Treatment. 

In  general,  the  net  capital  rule  takes  a  conservative  aiq>roach  to  hedging 
strategies  that  utilize  various  different  investment  products.    For  example,  with  respect  to 
OTC  options,  the  net  capital  rule  permits  certain  hedging  strategies,  but  only  within 
categories  of  options.   The  n«  capital  rule  also  does  not  permit  a  position  in  the  equity 
security  of  one  corporation  to  be  offset  by  an  option  position  in  the  securities  of  another 
corporation  because  the  securities  of  the  two  corporations  can  move  in  different  directions. 
More  importantly,  because  the  net  capital  rule  applies  only  to  registered  broker-dealers, 
positions  held  by  unregistered  affiliates  are  not  recognized  as  hedges  against  positions  held 
by  the  broker-dealer. 
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B.         Accounting. 

Financial  institutions  that  file  financial  statements  with  the  Commission  are 
required  to  foUow  generally  accepted  accounting  principles  ("GAAP")  in  the  prqnration  of 
those  financial  statements.   The  Financial  Accounting  Standards  Board  ('FASB')  has  issued 
two  statements  addressing  accounting  for  derivative  securities;  FASB  Statement  No.  52 
Foreign  Currency  Translaliftn.  which  addresses  accounting  for  foreign  exchange  forward 
contracts  (includes  currency  swaps),  and  FASB  Statement  No.  80  Accounting  for  Futures 
Contracts,  which  addresses  accounting  for  financial  and  conunodity  forward  contracts 
excluding  foreign  exchange  contracts  covered  by  Statement  No.  52. 

Statement  No.  52  requires  hedge  accounting  for  foreign  exchange  contracts  or 
transactions  that  are  intended  to  hedge  identifiable  foreign  currency  commitments  if: 

•  the  foreign  currency  transaction  is  designated  as,  and  is  effective  as,  a 
hedge  of  a  foreign  currency  commitment;  and 

•  the  foreign  currency  commitment  is  firm. 
Sutement  No.  80  permits  hedge  accounting  if: 

•  the  item  to  be  hedged  exposes  the  enterprise  to  price  or  interest  rate 
risk; 

•  the  futures  contract  reduces  that  exposure  and  is  designated  as  a  hedge; 

•  at  the  inception  of  the  hedge  and  throughout  the  hedge  period,  there  is 
high  correlation  between  the  changes  in  the  value  of  the  futures 
contract  and  the  value  of  the  hedged  item; 

•  the  significant  characteristics  and  expected  terms  of  an  anticipated 
transaction  are  identified;  and 

•  it  is  probable  that  the  anticipated  transaction  wiU  occur. 

Under  Statement  No.  80,  use  of  hedge  accounting  requires  the  enterprise  to 
perform  an  ongoing  assessment  of  the  effectiveness  of  the  hedge  throughout  the  life  of  the 
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hedge.    A  significant  diiTerence  between  Statement  No.  52  and  Statement  No.  80  is  that  No. 
52  allows  hedge  accounting  only  for  finn  commitments,  while  No.  80  allows  hedge 
accounting  for  anticq>ated  probable  transactions. 

Many  derivative  products  have  developed  for  which  no  FASB  Statements  have 
been  issued.    In  certain  limited  circumstances,  guidance  has  been  provided  by  the  FASB 
through  its  Emerging  Issues  Task  Force  ("ETTF').   Whether  accounting  methods  for 
derivatives  that  are  not  addressed  either  by  FASB  statements  or  an  ETTF  issue  consensus  are 
accqitable  depends  upon  general  accounting  practice,  and  wh^her  they  are  consistent  with 
basic  accounting  tenets.   Thus  far,  accounting  principles  sq^licable  to  derivatives  have 
developed  based  largely  on  FASB  Sutement  No.  52  and  Statement  No.  80.22/  The 
accq>tability  of  the  accounting  principles  for  derivative  securities  that  are  not  addressed  by 
FASB  Statements  or  an  ETTF  issue  consensus  dq)ends  upon  general  practice  and  has 
developed  largely  by  analogy  to  Statement  Nos.  52  and  80. 

In  May  1986,  the  FASB  added  a  project  on  financial  institutions  to  its  agenda. 
In  September  1991,  the  FASB  issued  a  research  rqwit  entitled,  'Hedge  Accounting:  An 
Exploratory  Study  of  the  Underiying  Issues."    Throughout  1992  and  1993  the  FASB  has 
been  holding  meetings  and  deliberations  on  this  matter,  issuing  a  rqwit  in  June  1993 
entitled,  "A  Report  on  Deliberations,  Including  Tentative  Conclusions  on  Certain  Issues, 
Related  to  Accounting  for  Hedging  and  Other  Risk- Adjusting  Activities,"  that  provided 
background  information  for  meetings  held  in  September  of  this  year.   On  October  1,  1993 

25/      In  March  1992,  the  Chief  Accountant  of  the  Commission  sent  a  letter  to  EITF 

rq)resentatives  objecting  to  a  proposed  EITF  consensus  that  would  have  permitted 
hmlge  accounting  for  certain  complex  options  strategies  intended  to  hedge  foreign 
currency  risks  of  anticipated  transactions.    In  expressing  the  staffs  opposition  to  the 
consensus,  the  Chief  Accountant  referred  to  FASB's  Concept  Statement  6  and 
Statements  Nos.  52  and  80,  and  indicated  that  the  staff  also  would  object  to  hedge 
accounting  with  respect  to  written  options  because  they  increase,  rather  than  reduce. 
risk.    L^ter  from  Walter  Schuetze,  Chief  Accountant,  to  Timothy  S.  Lucas, 
Chairman  of  the  ETTF,  and  John  E.  Stewart.  Chairman  of  the  ETTF  Working  Group 
on  Issue  91-4  (Hedging  Foreign  Currency  Risks  With  Complex  Options  and  Similar 
Transactions)  (March  18,  1992). 
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the  FASB  sent  a  questionnaire  to  persons  who  participated  in  hedging  roundtable  discussions 
in  Sq>tember,  soliciting  responses  to  19  questions  concerning  applications  of  hedge 
accounting.   While  fhe  FASB  does  not  currently  have  a  timetable  for  issuance  of  an 
exposure  draft,  it  has  committed  great  resources  and  time  to  its  deliberations  and  the 
Commission  looks  forward  to  its  continued  progress. 

The  Commission  staff  also  is  reviewing  current  disclosure  practices  involving 
derivatives  activities  to  determine  whether  additional  disclosure  guidance  is  needed. 
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Question  8.    Recently  published  reports  on  derivative  activities,  such  as  the  July 
1993  Group  of  lliirty  report  aitHled  Derivatives:   Practices  and  Prindples  and 
the  May  1993  Institute  of  International  Finance,  Inc.  (UF)  r^wrt  entitled  Alt 
Integrated  Re^latorv  Aoproadi  to  Derivatives  Activities  stress  the  importance 
of  internal  controls  over  regulation  in  many  areas.   However,  the  Group  of 
Thirty  report  has  been  criticized  by  some  for  relying  too  heavily  on  industry 
self-regulation. 

a.  Regarding  banks,  the  IIF  report  states,  for  example,  that  banks 
themselves  should  develop  trading  and  credit  policies  that  set  thdr  own 
risk  limits.  Do  you  think  that  sudi  mnyimnm  risk  limits  should  be  set  by 
institutions  or  by  regulators? 

While  the  July  1993  Group  of  Thirty  rqwrt  ("G-30  Report")  attempts  to 
encourage  dealers  and  end-users  of  derivative  products  to  develop  ai^ropriate  systems  for 
measuring  and  monitoring  risks,  the  recommendations  contained  in  the  G-30  Report  are  only 
goals  and  there  are  no  mechanisms  in  place  to  require  the  implementation  of  these 
recommendations.   Even  if  such  systems  were  put  into  place,  however,  there  is  no 
agreement  among  dealers  and  end-users  on  how  to  manage  risk  and  it  is  unlikely  that  dealers 
and  end-users  would  factor  systemic  risk  into  their  individual  risk  calculations.    For 
example,  the  G-30  Report  states  that  most  small  end-users  do  not  perform  stress  simulations 
essential  in  determining  the  risks  associated  with  either  a  single  investment  decision  or  the 
management  of  a  derivatives  portfolio.   Regulation  may  be  the  only  means  of  ensuring  that 
risk,  including  systemic  risk,  is  adequately  addressed  by  participants  in  the  derivatives 
market. 

While  the  Commission  does  not  set  risk  limits  for  broker-dealers,  it  regulates 
risk  by  requiring  broker-dealers  to  maintain  a  minimum  level  of  liquid  assets,  or  net  capital, 
based  on  the  business  the  firm  transacts.   As  addressed  in  the  reqwnse  to  Question  2,  the 
net  capital  rule  currently  assesses  significant  charges  for  transactions  in  OTC  derivatives 
because  of  concerns  associated  with  the  credit  and  liquidity  risk  associated  with  OTC 
products  not  subject  to  clearinghouse  guarairtees.   While  the  Commission  does  not  set 
maximum  levels  for  the  risks  that  may  be  assumed  by  a  broker-dealer  in  taking  a  derivatives 
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position,  the  application  of  the  net  capital  rule  to  the  proprietary  accounts  of  broker-dealers 
efTectively  contains  risk  in  prc^rtlon  to  a  broker-dealer's  total  capital. 

b.  In  general,  to  what  extent,  and  in  what  areas,  do  you  think  regulators 
should  rely  on  internal  controls  versus  regulatory  requirements? 

The  Commission  staff  believes  that  good  internal  controls  are  an  important 
element  of  the  regulatory  scheme  for  the  registered  broker-dealers  under  its  jurisdiction. 
For  example,  Rule  17a-5  under  the  Exchange  Act26/  requires  registered  broker-dealers  to 
undergo  an  annual  audit  by  an  indq)endent  public  accountant.   The  audit  must  be  conducted 
in  accordance  with  generally  accepted  auditing  standards  and,  among  other  things,  must 
include  a  review  of  internal  accounting  controls.    In  addition,  under  the  Commission's  risk 
assessment  recordkeeping  and  rqx)rting  requirements,  broker-dealers  are  required  to 
maintain  and  file  with  the  Commission  their  risk  management  policies. 

Other  areas,  including  capital  requirements  and  risk  disclosure,  are  better 
addressed  by  the  implementation  of  clear  regulatory  standards.    However,  further  evaluation 
is  necessary  in  order  to  determine  appropriate  levels  of  regulation  to  limit  risks  to  dealers 
and  end-users  and  minimize  the  system-wide  effects  of  market  disturbances. 

c.  Do  you  feel  that  any  of  the  "Recommendations  for  Dealers  and  End- 
Users"  contained  in  the  Group  of  Thirty  report  (Reconunendations  1-20) 
should  be  formally  mandated  by  regulation?   Please  conmient  on  the 
different  issues  addressed  in  the  recommendations  with  specificity. 

The  recommendations  of  the  Group  of  Thirty  were  not  written  with  a  view  to 

establishing  a  r^ulatory  scheme  for  dealers  or  end-users.    While  some  of  the  principles 

overiap  with  regulatory  requirements  currently  in  place  or  under  study  by  the  Commission, 

most  are  recommended  internal  controls  that  provide  guidance  in  areas  properly  left  to 

business  managers.    For  the  most  part,  as  they  apply  to  registered  broker-dealers,  they 

reflect  principal  elements  of  an  adequate  system  of  internal  control. 

26/       17  C.F.R.  §  240.17a-5. 
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•  Recommendation  2:  Marking  to  Market.  Deal««  should  mark  their  derivatives 
posittons  to  market,  on  at  least  a  daily  basis,  for  risk  managemoit  purposes. 

Brolcer-dealers  are  required  to  maik  tlieir  derivatives  positions  to  maiket  on  a  daily 

basis  pursuant  to  the  Commission's  net  capital  rule. 

•  Recommendatran  11:  Aggregating  Credit  Exposures.   Credit  exposures  on 
derivatives,  and  all  other  credit  exposures  to  a  counterparty,  should  be 
aggregated  taking  into  consideration  enforceable  netting  arrangements.   Credit 
ocposures  should  be  calculated  regulariy  and  compared  to  credit  limits. 

The  Commissibn  has  not  taken  a  position  regarding  ttie  advisability  of 

aggregating  credit  exposures.    However,  the  Concqrt  Release  requested  comments  regarding 

the  extent  to  which  netting  of  contracts  with  a  single  counteipaity  should  be  permitted. 

•  Recommendation  20:  Disclosures.    Financial  statemmts  of  dealers  and  end-users 
should  contain  sufficient  information  about  their  use  of  derivatives  to  provide  an 
understanding  of  the  purposes  for  whidi  transactions  are  undnlakai,  the  extent 
of  the  transactions,  the  degree  of  risk  involved,  and  how  the  transactions  have 
been  accounted  for. 

The  G-30  Report  was  unable  to  fmd  an  objective  mechanism  for  disclosing 

market  risk  that  was  not  unduly  burdensome  to  market  participants  and  was,  therefore, 

unable  to  discuss  how  or  to  what  extent  market  risk  should  be  disclosed.   However, 

disclosure  is  an  ai^ropriate  subject  for  regulation  not  only  due  to  concerns  regarding 

investor  protection,  but  also  in  order  to  counter  any  tendency  to  initiimi7<>  risks. 
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Question  9.    Please  comment  on  the  four  "Recommendations  for  Legislators, 
Regulatms,  and  Supervisors"  contained  in  the  July  1993  Group  of  lUrty  report 
(Recommendations  21-24)  as  they  are  relevant  to  your  agency.    Please  comment 
on  eadi  recommendation  separately. 

•  Reconunendation  21:  Recognizing  Netting.  Regulators  and  supervisors  should 
recognize  the  benefits  of  netting  arrangements  where  and  to  the  full  extent  that 
they  are  enforceable,  and  encourage  their  use  by  reflecting  these  arrangements 
in  capital  adequacy  standards.   Specifically,  they  should  promptly  implement  the 
recognition  of  the  effectiveness  of  bilateral  close-out  netting  in  bank  capital 
regulations. 

As  discussed  in  the  Concept  Release,  the  Commission  staff  believes  that 

netting  arrangements  have  the  effect  of  reducing  the  overall  credit  risk  exposure  in 

derivative  pnxlucts,  but  have  no  effect  on  the  market  risk  element  of  derivative  risk.   The 

Concept  Release  requested  comments  regarding  the  extent  to  which  netting  of  contracts  with 

a  single  counterparty  should  be  permitted. 

•  Recommendation  22:  Legal  and  Regulatory  Uncertainties.   Legislators, 
regulators,  and  supervisors,  includhig  central  banks,  should  work  in  concert 
with  dealers  and  end-users  to  identify  and  ranove  any  remaining  legal  and 
regulatory  uncertainties  with  respect  to: 

•         The  form  of  documentation  required  to  create  legally  enforceable 
agreements  (statute  of  frauds). 

As  stated  in  a  survey  discussing  concerns  over  the  oiforceability  of  OTC 

derivatives  transaaions  prq)aTed  for  the  Group  of  Thirty's  Global  Derivatives  Study  Group, 

27/  there  is  legal  uncertainty  regarding  the  type  of  writing  required  for  the  purchase  and  sale 

of  OTC  derivatives  transactions  due  to  conflicts  between  the  statute  of  frauds  requirements 

in  New  Yoric's  Uniform  Commercial  Code  and  the  New  York  General  Obligations  Law. 

While  it  is  important  that  these  uncertainties  be  resolved,  it  also  should  be  noted  that  such 

uncertainties  are  not  unique  to  New  York  and  regulators  should  support  efforts  to  promote 

uniformity  in  the  commercial  law  area.    One  such  important  effort  is  the  National 


22/       Global  Derivatives  Study  Group  Enforceability  Survey-United  States  prqiared  by 
Cravath,  Swaine  &  Moore  (June  22,  1993). 
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Conference  of  Commissioners  on  Unifonn  State  Laws'  ongoing  project  to  revise  Articles  8 

and  9  of  the  Unifonn  Commercial  Code  as  they  relate  to  the  creation,  perfection,  transfer, 

and  pledge  of  security  interests  in  securities.    In  addition,  in  pursuing  its  mandate  to  identify 

impediments  to  the  prompt  and  accurate  clearance  and  settlement  of  securities  transactions, 

the  Commission's  Market  Transactions  Advisory  Committee  continues  to  address  ways  to 

promote  commercial  law  uniformity. 

•         The  enforceability  of  bilateral  dose-out  netting,  multibranch  netting,  and 
collateral  arrangements  in  bankruptcy. 

The  staff  supports  efforts  to  remove  the  uncertainty  surrounding  bilateral 

close-out  netting,  multibranch  netting,  and  collateral  arrangements  in  bankruptcy. 

Experience  with  the  default  of  the  Drexel  Bumham  Lambert  conglomerate  and  other  market 

participants  suggests  that  there  is  a  need  for  greater  certainty  and  coordination  in  this  area. 

The  Commission  staff  is  ptcpaicd  to  assist  in  any  efforts  necessary  to  promote  certainty. 

•  Recommendation  23:  Tax  Treatment. 

The  staif  declines  to  conunent  on  Recommendation  23  because  the  tax 
treatment  of  derivative  products  is  beyond  the  scope  of  the  Commission's  regulatory 
jurisdiction. 

•  Reconunendation  24:  Accounting  Standards.   Accounting  standards-setting 
bodies  in  each  country  should,  as  a  matter  of  priority,  provide  comprehensive 
guidance  on  accounting  and  reporting  of  transactions  in  financial  instruments, 
including  derivatives,  and  should  work  towards  international  harmonization  of 
standard^  on  this  subject.   Also,  the  International  Accounting  Standards 
Committee  should  finalize  its  accounting  standard  on  Financial  Instruments. 

Currently,  the  American  Institute  of  Certified  Public  Accountants  (the 

"AICPA")  Stockbrokerage  and  Investment  Banking  Committee  is  in  the  process  of  revising 

the  Audit  and  Accounting  Guide  for  Brokers  and  Dealers  in  Securities.    It  may  be 

appropriate,  however,  to  ask  the  AICPA  to  augment  the  guide  with  more  specific  guidance 

on  internal  controls  over  derivatives,  eq)ecially  with  req>ect  to  managing  marlKt  and  credit 

risks. 
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In  May  1986,  the  FASB  added  a  project  on  accounting  for  financial 
instruments  to  its  agenda.   Among  the  discussion  memoranda  and  statements  issued  in 
connection  with  the  project,  several  have  particular  relevance  to  derivative  securities, 
particularly  Statement  No.  105,  Disclosure  of  Information  about  Financial  Instruments  with 
Off-Ralanrf.  Sheet  Risk  and  Financial  Instruments  with  Concentrations  of  Credit  Risk  (March 
1990),  and  Statement  No.  107,  Disclosures  about  Fair  Value  of  Fii^at)^ i^  Instruments 
(December  1991).   These  statements  require  disclosure  of  credit  risk  and  fair  value  of 
financial  instruments. 

In  September  1991,  as  part  of  the  fmancial  instruments  project,  the  FASB 
issued  a  Research  Report  entitled,  "Hedge  Accounting:  An  Exploratory  Study  of  the 
Underlying  Issues,"  which  includes  consideration  of  the  use  of  derivatives  instruments  for 
hedging.    In  June  1993,  the  FASB  issued  another  report  entitled,  "A  Report  on 
Deliberations,  Including  Tentative  Conclusions  on  Certain  Issues,  Related  to  Accounting  for 
Hedging  and  Other  Risk-Adjusting  Activities"  to  provide  background  information  for 
meetings  held  in  September  1993  to  discuss  hedging  issues.    The  FASB  subsequently  issued 
a  survey  questionnaire  to  participants  in  the  September  meetings.    The  FASB  is  continuing 
to  woric  on  its  comprehensive  project  on  disclosure,  measurement,  and  recognition  of 
fmancial  instruments,  including  consideration  of  derivatives.    The  staff  is  sufiportive  of  the 
FASB's  efforts. 

The  Commission  staff  is  also  supportive  of  the  efforts  of  the  International 
Accounting  Standards  Committee  ("lASC"),  including  its  efforts  to  adopt  a  comprehensive 
accounting  standard  on  financial  instruments.    LASC  currently  has  outstanding  an  exposure 
draft  that  comprehensively  addresses  accounting  and  disclosure  standards  for  fmancial 
instruments.   The  staff  has  expressed  its  objections  to  certain  accounting  standards  proposed 
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in  the  draft  and  has  asked  that  the  lASC  issue  another  exposure  draft  for  comment  .2S/ 


2S/       S££  letter  from  Walter  Schuetze,  Chief  Accountant,  to  David  Cairns,  Secreiaiy- 
General,  lASC  (Oct.  22,  1993). 
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Question  10.  If  the  July  1993  Group  of  Thirty  "Recommendations  for  Dealers 
and  End  Us^^s"  (Recommendations  1-20)  are  not  implemented  by  regulation,  are 
there  adequate  mechanisms  in  place  to  ensure  that  such  recommendations  will  be 
self-implemented?   Concern  has  arisen  regarding  whether  or  not  one  can  depend 
solely  on  the  forces  of  managerial  responsibility  and  market  discipline  as 
sufficient  incentives  to  motivate  firms  to  incur  the  implementation  costs  of  the 
recommendations.   Does  your  agency  believe  that  mechanisms,  such  as  periodic 
surveys  of  industry  practice,  a  timetable  for  implementation,  or  a  monitor  of 
such  actions  are  warranted? 

Generally,  the  Commission  has  a  mechanism  in  place  to  ensure  that  certain 
reconunendations  set  forth  in  the  G-30  Rspon  are  being  implemented  with  regard  to 
registered  broker-dealers.    Many  of  the  recommendations  relate  to  the  adequacy  of  the 
internal  control  mechanisms  that  a  securities  firm  has  in  place  to  manage  its  derivatives 
activities.   In  this  regard,  the  Commission's  risk  assessment  rules  require  certain  broker- 
dealers  to  file  summaries  of  their  risk  management  policies.   In  connection  with  the  risk 
assessment  program,  the  staff  of  the  Commission  has  been  evaluating  these  policies  as  well 
as  other  financial  information  that  is  received  in  the  quarterly  risk  assessment  rqwrts.   In 
addition,  periodic  visits  are  made  to  the  major  securities  firms  that  conduct  derivatives 
activities  to  assess  their  credit  and  risk  management  policies.    Staff  discussions  with 
securities  firms  as  part  of  this  ongoing  process  of  review  have  shown  that  the 
recommendations  contained  in  the  G-30  Report  are  being  reviewed  by  the  major  securities 
firms  and  either  are  being  followed  or  implemented  in  appropriate  circumstances.    The 
Commission  staff  also  is  evaluating  whether  additional  recommendations  may  be  needed. 
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Question  11.  Please  comment  on  whether  mstitutions  should  be  requured  to 
establish  separatel^-capitaUzed  subsidiaries  to  conduct  derivative  activities. 

Whether  it  would  be  beneficial  to  require  that  institutions  establish  separately- 
c^italized  subsidiaries  through  which  to  conduct  derivatives  activities  is,  in  the  first 
instance,  a  question  of  prime  importance  to  banks  and  bank  regulators.    One  reason  to 
segregate  derivatives  activities  into  squrately  organized  bank  affiliates  is  to  transfer  the  risk 
of  loss  from  conducting  such  activities  out  of  institutions  protected  by  dqwsit  insurance, 
thereby  shielding  the  Federal  Dqwsit  Insurance  Corporation  and,  ultimately,  the  U.S. 
taxpayer  from  potential  bank  losses  resulting  from  derivatives  activities. 

In  cases  where  a  determination  is  made  that  securities  trading  is  not  involved, 
broker-dealers  currently  conduct  derivatives  activities  through  sq>aiately  organized, 
unregistered  affiliates.   During  the  past  two  years,  at  least  three  U.S.  broker-dealers  have 
established  sqiaiately-c^italized,  AAA-rated  DPCs  as  derivatives  dealers.22/  The  net 
capital  rule's  conservative  treatment  of  unsecured  credit  risk,  which  is  present  in  most  OTC 
derivative  products,  is  one  of  the  reasons  given  for  segregating  derivatives  activities  from 
other  securities-related  activities  conducted  by  registered  broker-dealers. 

Whether  DPCs  should  be  regulated  as  broker-dealers,  or  subject  to  other 
forms  of  regulation,  has  not  been  decided  by  the  Commission.   The  advantage,  of  course,  in 
having  derivatives  activities  conducted  in  registered  broker-dealers  is  that  securities 
regulators  would  have  the  of^rtunity  to  develop  and  ensure  compliance  with  risk 
monitoring  procedures  and  would  be  able  to  establish  and  adjust  coital  requirements 
associated  with  derivatives  trading.   In  this  regard,  the  ConcqM  Release  solicited  comment 
on  the  ai^ropriate  net  capital  treatment  of  DPCs,  assuming  that  DPCs  are  registered  with 

22/       For  a  discussion  of  the  establishment  of  AAA-rated  affiliates  by  firms  such  as  Merrill 
Lynch.  Goldman  Sachs  &  Co. .  and  Salomon  Brothers.  sfiS  Peltz.  "Wall  Street's 
Triple-A  for  Effort",  Instimtional  Investor  (May  1993);  liebowitz,  "Can  the  Triple- 
A  Subs  Live  Up  to  Their  Billing?",  Investment  Dealers'  Digest  (Nov.  2,  1991). 
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the  Commission.   The  Commission  has  extended  the  comment  period  on  the  Concept 
Release  until  December  17,  1993. 
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Question  12.a.  Do  you  believe  the  nettinc  provisioiis  contained  in  tlie 
Banknipt<7  Code,  FIRREA,  and  FDICIA  diould  be  conformed  to  a  sincle 
standard?  Do  the  netting  provisions  in  these  statutes  adequately  cover  all 
situations?  If  not,  what  situations  do  and  don't  they  cover? 

Generally,  a  single  standard  would  provide  greater  certainty  and  predictability 

to  market  particqnnts  in  the  event  of  a  mailcet  crisis.    It  is  our  understanding,  however,  that 

legislative  differences  often  reflect  policy  judgments  about  who  should  bear  the  loss  in  the 

event  of  a  participant  default.   The  July  1993  G-30  Rqx>rt  and  accompanying  appendixes 

identify  certain  circumstances  where  the  current  regulatory  scheme  leaves  an  element  of 

uncertainty. 2Q/  The  Commission  has  not  yet  formulated  a  view  on  the  need  to  harmonize 

these  provisions. 

b.  Please  discuss  the  resolution  of  derivative  contracts  in  the  failure  of 
Drexel  Bumham  Lambert.  How  effective  were  the  current  legal  mechanisnis, 
sudi  as  the  Bankruptcy  Code,  in  resolving  the  contracts? 

When  the  Drexel  Bumham  Lambert  conglomerate  ("Drexel")  b^an  having 

financial  difficulties  in  Fd>niaiy  1990,  the  Commission,  in  conjunction  with  the  CFTC,  the 

Federal  Reserve  Bank  of  New  Yoik,  and  various  other  regulators,  oversaw  the  winding 

down  of  the  activities,  including  the  derivatives  activities,  of  the  Drexel  entities.   Together 

these  agencies  were  able  to  wind  down  these  activities  in  an  orderiy  manner,  without  cost  to 

U.S.  taxpayers. 11./   Today,  the  Commission  receives  standardized  regulatory  rqx)rts 


2Q/      For  a  detailed  analysis  of  the  issues  surrounding  OTC  derivatives  and  netting  under 
the  Bankruptcy  Code,  FIRREA,  and  FDICIA,  gfig  "Over-the-Counter  Derivatives 
Transactions:  Netting  under  the  U.S.  Bankniptcy  Code,  FIRREA  and  FDICIA," 
Memorandum  of  Law  for  the  International  Swaps  and  Derivatives  Association,  Inc. 
prq)ared  by  Cravath,  Swaine  &  Moore  (June  22,  1993). 

11/      The  collapse  of  Drexel  pre-dated,  and  was  at  least  in  part  the  stimulus  behind, 
passage  of  the  Market  Reform  Act.  which  gave  the  Commission  the  ability  to 
monitor  the  activities  of  broker-dealer  affiliates  under  rules  implementing  the  risk 
assessment  program. 
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regaitling  the  financial  activities  of  broker-dealer  holding  companies  and  their  affiliates 

under  the  risk  assessment  program. 

c  Eb>w  did  the  withdrawal  of  certain  unconunitted  credit  lines  and  other 
funding  difficulties  in  1991  for  Salomon  Brothers  resulting  from  the  Government 
Securities  issue  affect  its  ability  to  meet  its  derivative  obligations? 

On  August  9,  1991,  Salomon  Brothers,  Inc.  ("Salomon")  announced  that  it 
had  reported  to  the  appropriate  government  agencies  the  discovery  of  violations  of  law  and 
other  irregularities  in  certain  bids  that  it  had  submitted  in  several  auctions  of  United  States 
government  securities  during  the  previous  year.    On  May  20,  1992,  Salomon  setUed  the 
Treasury  auction  investigation  by  paying  a  $290,000,000  fme,  agreeing  to  a  Commission 
injunction  and  administrative  order,  and  being  suspended  from  trading  activity  with  the 
Federal  Reserve  Bank  for  two  months. 

Despite  its  Treasury  auction  violations  and  the  related  investigation  and 
penalties,  Salomon  was  able  to  meet  all  of  its  existing  obligations  to  customers  and 
creditors,  including  those  involving  derivative  products.    After  disclosure  of  its  Treasury 
auction  violations,  however,  the  number  of  new  interest  rate  swaps  into  which  Salomon 
entered  declined.   This  may  have  been  a  result  of  counterparties'  reluctance  to  do  business 
with  a  firm  whose  long-term  prospects  at  that  time  had  been  called  into  question. 
Nevertheless,  it  does  not  seem  that  Salomon's  ability  to  satisfy  its  ongoing  obligations  was 
adversely  affected  by  its  involvement  in  the  government  securities  bidding  scandal. 
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Question  13.  Recommendations  contained  in  the  July  i993  Group  of  Thirty 
report  (Recommendation  20)  and  elsewhere  state  that  until  harmonized 
accounting  and  disclosure  standards  are  set,  certain  disclosures  should  he  made 
by  dealos  and  end-users.   Although  a  disclosure  reganling  credit  risk  is 
recommended,  a  similar  disclosure  for  market  risk  is  not  mentioned.   Should  a 
summary  measure  of  market-risk  exposure  be  disck)6ed?  If  so,  what  fons 
diould  such  a  measure  take? 

Users  of  financial  statements  require  iofoimation  relevant  to  maricet  risk  in 
onler  to  analyze  the  performance  and  pro^)ects  of  an  enterprise.   Traditionally,  GAAP  has 
not  required  disclosure  of  information  that  would  facilitate  evaluation  of  market  risk 
exposure.   Recently,  FASB  Statement  Nos.  105  and  107  22/  were  issued,  requiring 
enterprises  to  disclose  the  fair  value  of  all  fuuuicial  instruments  whether  on-  or  off-balance 
sheet.  Enterprises  that  acquire  and  account  for  derivative  products  as  hedges  usually  report 
the  fair  value  of  the  derivative  products  on  an  aggregated  basis  with  the  assets  or  liabilities 
hedged.    Dealers  that  engage  in  derivatives  activities  generally  report  their  derivatives 
activities  on  an  aggr^ate  basis  with  other  trading  account  activities.   In  neither  event  is 
separate  disclosure  of  the  market  risk  of  derivative  products  provided.   Although  Statement 
No.  107  does  not  require  disclosure  of  the  nature  and  terms  of  derivatives  or  other  finmcial 
instruments,  the  fair  value  disclosures  that  are  required  provide  an  iixlication  that  the 
enterprise  is  exposed  to  maricet  value  risk. 

The  Commission's  r^ulations  applicable  to  financial  reporting  exceed 
requirements  under  GAAP  by  requiring  disclosure  of  information  that  is  indicative  of  a 
r^strant's  market  risk  e}qx>sure  from  on-balance  sheet  items.    For  example,  Article  S  of 
R^ulation  S-X  23/  requires  disclosure  of  the  general  character  of  each  type  of  short-  and 


32/      Stt  FASB  Statement  No.  105,  Disclosure  of  Infonnation  about  Financial  Instruments 
with  Off-Pfllan«r  She^  Risk  and  Financial  Instmments  with  ConcentraUons  of  Credit 
Risk  (Mar.  1990);  FASB  Sutement  No.  107,  Disclosures  ahntit  Fair  Value  of 
Financial  Instruments  (Dec.  1991). 

32/      S«  17  C.F.R.  i  229.210.5. 
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long-term  debt  instrument,  including  interest  rate  and  maturity  date.   Industry  Guide  3,^/ 
which  identifies  certain  statistical  information  that  must  be  disclosed  by  fmancial  institutions, 
requires  disclosure  Of  average  balances  of  each  major  category  of  interest-bearing  asset  and 
liability,  including  disclosure  of  average  and  year-end  yields  on  each  major  class  of  interest- 
bearing  asset  and  liability.    The  information  required  by  Regulation  S-X  and  Industry  Guide 
3  provides  insight  into  the  market  risk  to  which  a  registrant  is  exposed  through  its  major  on- 
balance  sheet  lending  and  investing  activities.   To  the  extent  that  derivatives  are  accounted 
for  as  hedges  of  on-balance  she^  fmancial  instruments,  the  yield  data  reported  in  the 
Industry  Guide  information  includes  the  effects  of  such  hedges. 

Additionally,  Item  303  of  Regulation  S-K,25/  Ma^aggn'gnt's  Discussion  and 
/Analysis  of  Fjpaiyr.ial  rnnditinn  and  Results  of  Operations  ("MDA"),  requires  registrants  to 
discuss  information  about  liquidity,  capital  resources,  and  results  of  operations  that  the 
registrant  believes  is  necessary  to  an  understanding  of  its  financial  condition,  cash  flows,  and 
results  of  operations.   This  very  broad  requirement  is  intended  to  elicit  disclosure  extending 
to  transactions  or  other  factors  which  are  not  required  by  GAAP,  and  while  not  evident 
from  the  fmancial  statements  or  other  disclosures,  are  necessary  to  an  understanding  of  a 
company's  historic,  continuing,  and  prospective  operations  and  fmancial  condition. 
Specifically,  Item  303(a)(3)(ii)  requires  registrants  to  "[djescribe  any  known  trends  or 
uncertainties  that  have  had  or  that  the  registrant  reasonably  expects  will  have  a  material 
favorable  or  unfavorable  impact  on  net  sales  or  revenues  or  income  from  continuing 
operations."    This  provision  would  require  a  registrant  to  disclose  the  existence  of 
derivatives  that  are  reasonably  expected  to  have  a  material  impact  on  future  income.   In 
fact,  the  staff  has  observed  instances  in  which  registrants  have  used  MDA  to  disclose  the 

24/       Sffi  Regulation  S-K,  Items  801  and  802.    17  C.F.R.  §§  229.801  and  229.802. 
35/       Sk  17  C.F.R.  §  229.303. 
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existence  of  derivative  positions  that  have  had,  or  that  will  have,  a  material  impact  on 
results  of  their  q)eiations. 

The  banking  agencies  have  developed  market  risk  measurements  for  flnancial 
instruments,  including  derivatives,  that  are  incorporated  into  risk-adjusted  capital 
evaluations.    The  safety  and  soundness  objectives  of  risk-based  capital  measurement  make  a 
single  measure  of  market  risk  feasible.    A  single  measure  of  mark^  risk,  however,  may  not 
be  useful  to  investors  in  the  equity  and  debt  securities  of  issuers.    The  maiket  risk  dynamics 
of  derivatives  require  more  elaborate  disclosure  of  the  financial  instruments  exposing  the 
enterprise  to  market  risk.   Information  describing  the  nature  and  magnitude  of  exposure  due 
to  derivatives  is  needed  to  inform  investors  concerning  the  impact  of  derivatives  on  the 
future  operations  and  financial  condition  of  the  enterprise.    The  Commission  staff  is 
reviewing  currrat  disclosure  practices  concerning  derivatives  activities  with  a  view  to 
omsidering  whether  additional  disclosure  guidance  is  needed  in  this  area. 
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Question  14.  Please  comment  on  the  notion  of  establishing  a  ckarinfhouse  offset 
mwhaatem  for  swaps  transactions.  How  would  a  dearinchouse  offset  sefiarately 
affect  dealers  and  end-users?  Would  either  benefit  more  than  the  other? 

A  property  stnictured  and  regulated  clearinghouse  for  swaps  transactions  could 

benefit  both  dealers  and  end-users  in  the  swaps  market.   Benefits  to  dealers  would  include: 

(1)  improved  data  collection  and  trade  matching; 

(2)  improved  risk  management; 

(3)  enhanced  management  of  mark-to-market  and  the  potential  for 
multilateral  netting; 

(4)  potential  for  mutualization  of  risks;  and 

(5)  centralized  management  of  relations  with,  and  diiseminatioo  of 
information  to,  r^ulators,  banks,  and  market  participants. 

In  addition,  a  clearinghouse  could  help  protect  market  participants  as  the 
marlcet  expands  to  irKlude  a  greater  number  and  variety  of  counterparties  with  less  than 
AAA  credit  ratings.    Property  structured  clearinghouses  also  can  enhance  competitioo  to  the 
benefit  of  end-users.    Our  experience  has  been  that  clearinghouses  provide  dealers  and  end- 
users  with  opentiooal  efficiencies  that  can  resuh  in  savings  to  dealers  whether  or  not  they 
are  direct  participants  in  the  clearinghouse.   Such  cost  savings  could  be  passed  on  to  end- 
users.    Moreover,  the  competition  created  by  expanding  the  market  to  irKlude  more  dealers 
should  benefn  end-users  through  lower  transaction  charges,  and  because  the  increased 
liquidity  of  the  market  should  help  ensure  that  end-users  receive  best  execution.   Finally,  a 
clearinghouse  offset  that  includes  multilateral  netting  by  novation  woukl  reduce  systemic  risk 
by  improving  credit  availability  and  enhancing  market  and  dealer  liquidity.!^ 

2^      The  G-30  Report  noted  Uiat  although  national  banking  regulators  have  been  unwilling 
to  recognize  m  capital  adequacy  rules  the  effects  of  close-out  netting  provisions 
contained  in  master  agreements,  netting  by  novation  has  been  reco^iiized.    As  the 
report  further  noted,  however,  on  April  30,  1993,  the  Basle  Committee  on  Banking 

(continued...) 

43 


479 


At  the  same  time,  however,  many  details  need  to  be  woiked  out  before  an 
cfTective  clearingbouse  offset  mechanism  could  be  established.   For  txtmple,  because  swaps 
typically  are  highly  customized,  low  volume  instniments,  there  may  be  limited  opportunities 
for  offsets.    In  addition,  for  a  clearinghouse  to  manage  effectively  the  risks  swaps  create,  it 
must  be  able  to  obtain  accurate  historical  measures  of  price  and  volatility.    Currently, 
however,  there  is  a  lack  of  publicly  rqwrted  data  to  permit  pricing  of  derivatives  contracts 
to  protect  against  potential  price  volatility.   Such  information  is  necessary  to  the 
devekipment  of  appTophut  clearing  mechanisms. 

A  swaps  clearinghouse  must  be  structured  in  a  manner  to  generate  and 
maintain  market  participant  and,  ultimately,  investor  confidence  in  the  face  of  market  crisis 
or  potential  systemic  risks.    Generally,  public  confidence  can  best  be  assured  through  federal 
oversight  of  clearinghouses.    The  existing  regulatory  scheme  embodied  in  the  Exchange  Act 
provides  a  potential  structure  through  which  the  Commission  and  federal  banking  regulators 
effectively  could  share  supervisory  reqxmsibilities. 


26/(- -continued) 

Supervision  of  tbe  Bank  for  Internationa]  Settlements  ("BIS*)  released  a  consultative 
paper  which  pressed  recognizing  bilateral  close-out  netting  as  an  amendment  to  the 
agreed  framework  for  measuring  bank  capital  adequacy  published  by  the  Basle 
Committee  in  July  1988.    The  Governors  of  the  BIS  accepted  and  endorsed  the 
proposal  in  the  consultative  paper  as  a  basis  for  wider  consultations  with  interested 
parties. 
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Question  15.  Are  there  adequate  mechanisms  currently  in  place  to  protect 
unsopUstkated  oid-users  of  derivative  products?  If  not,  what  are  your 
recommendations? 

The  federal  securities  laws  and  the  rules  and  regulations  of  the  various  SROs 
provide  investors  with  certain  general  protections  in  connection  with  making  investments  in 
securities,  including  derivative  products.   Under  Commission  and  SRO  rules  goveniing 
bn^r-dealer  sales  practices,  broker-dealers  have  a  duty  to  provide  their  customers  with  best 
execution  of  their  trades  and  to  determine  customer  suitability  before  recommending  trades. 
While  these  requirements  apply  to  all  securities  transactions,  in  options  transactions,  broker- 
dealers  are  subjea  to  additional  requirements  under  the  federal  securities  laws,  including  the 
imposition  of  heightened  customer  suitability  standards.  In  particular,  SRO  rules  prohibit 
member  firms  from  recommending  to  any  customer  any  options  transaction  unless  the  firm 
has  reasonable  grounds  to  believe  that  the  recommended  transaction  is  not  unsuitable  for  the 
customer  on  die  basis  of  information  furnished  after  reasonable  inquiry  concerning  the 
customer's  investment  objectives,  financial  situation,  and  needs.   In  addition,  the  SROs,  with 
Commission  oversight,  have  implemented  a  program  of  options  account  regulation  that 
includes  several  other  ^lecial  rules  relating  to  account  opening  procedures,  discretionary 
trading,  customer  complaints,  and  sales  advertising,  including  the  requirement  that  broker- 
dealers  provide  options  customers  with  a  copy  of  an  options  disclosure  document  containing 
information  on  the  characteristics  and  risks  of  options  trading.   The  broker-dealer  must 
provide  the  disclosure  document  prior  to  the  time  the  customer  begins  trading  options. 

Currently,  it  appears  that  most  derivatives  trading  occurs  among  financial  and 
other  institutions  that,  generally,  have  the  bargaining  power  to  obtain  necessary  information 
to  evaluate  investment  strat^es.   As  discussed  in  reqx>nse  to  Question  S.a.,  while  certain 
derivative  products  are  becoming  available  to  retail  investors,  many  of  these  products  may 
not  be  suitable  for  less  s(^histicated  institutional  and  retail  investors.   As  new  derivative 

45 


481 


products  are  developed  for  retail  investors,  the  Commission  intends  to  evaluate  whether 
existing  provisions  of  the  federal  securities  laws  and  SRO  regulations  continue  to  afToid 
adequate  protection  of  these  retail  investors. 
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Questioo  16.  What  kind  of  stress  test  simulations  do  you  recommend  to  account 
for  the  diffavnt  types  of  risk  which  arise  as  a  result  of  financial  derivative 
activity?       ^ 

In  assessing  the  risk  of  derivative  products,  Commission  rules  distinguish 
between  credit  risk  and  maricet  risk.   The  market  risk  of  a  derivative  product  is  the  risk  of 
adverse  price  fluctuations  in  the  price  of  the  contract.   Credit  risk  is  the  risk  that  the 
counterparty  to  a  transaction  will  default.   The  Commission's  current  treatment  of  unsecured 
credit  risk,  and  alternative  treatments  suggested  in  the  ConcqM  Release,  are  explained  in  the 
reqwnse  to  Question  2.    S^  forth  below  is  a  discussion  of  the  Commission's  method  of 
dealing  with  market  risk. 

An  essential  purpose  in  assessing  capital  charges  is  to  provide  a  firm  with  a 
cushion  of  capital  against  adverse  market  movements.   For  example,  the  15%  haircut 
applicable  to  equity  securities  protects  against  a  15%  decline  in  the  market.    With  respect  to 
derivatives,  we  believe  that  market  risk  capital  charges,  similariy,  should  provide  a  cushion 
of  capital  for  broker-dealers  in  times  of  market  stress. 

As  discussed  in  the  Concept  Release,  another  approach  to  assessing  market 
risk  capital  charges  is  the  use  of  a  pricing  model.   The  Commission  staff  is  working  with 
the  Options  Clearing  Corporation  towards  development  of  a  theoretical  pricing  model  for 
exchange  traded  options  that  would  be  used  to  determine  haircuts  for  broker-dealers' 
startdardized  options  positions  under  the  net  capital  rule.    The  proposal  under  consideration 
would  require  broker-dealers  to  take  a  capital  charge  on  a  portfolio  of  options  on  a  given 
underiying  instrument  equal  to  the  difference  between  the  closing  market  prices  and  the 
options'  theoretical  prices  after  a{^lying  assumed  market  movements  of  the  underlying  and 
after  netting  theoretical  profits  and  losses  on  those  positions.   Broker-dealers  would  be 
required  to  apply  sufficient  stress  simulations  to  the  options'  theoretical  price  so  that 
adequate  aq>ital  charges  could  be  assessed  to  protect  a  firm  in  times  of  nurket  stress. 
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Question  17.  Please  comment  on  your  agency's  view  of  the  proper  use  and  level 
it  coUatcral  in  doivative  transactions. 

Margin  for  standantiyed  derivative  products  plays  a  significant  role  in 
protecting  market  efficiency  and  minimizing  systemic  market  risk,  and  is  an  effective  means 
of  controlling  the  leverage  available  in  a  financial  instrument.    Several  benefits  flow  from 
the  maintenance  of  adequate  margin  levels.    First,  adequate  margin  serves  to  reduce 
speculative  trading  by  highly  leveraged  participants.    Under  normal  market  conditions, 
insufficient  collateral  creates  an  illusion  of  liquidity.   Under  adverse  market  conditions, 
however,  liquidity  can  disappear  swiftly  as  highly  leveraged  particq>ants  exit  the  market 
quickly,  contributing  to  downward  pressure  on  prices.   Sectmd,  adequate  margin  levels 
reduce  the  coital  exposure  of  broker-dealers  and  clearing  firms  during  periods  of  market 
vdatility.   FinaUy,  sufficient  margin  requirements  for  standardized  derivatives  serve  to 
protect  the  entire  financial  system  when  markets  are  under  stress.   The  higher  the  margin 
leveb,  the  lower  the  possibility  that  margins  will  be  raised  swiftly  during  stress  periods. 
This  be^  to  avoid  a  liquidity  crisis  when  markets  are  already  under  stress. 

Margin  also  couM  serve  a  useful  function  for  OTC  derivatives.   Collateral 
protects  against  the  risk  that  a  counterparty  to  OTC  derivatives  transactions  will  defauh  on 
its  commitments.   Thus,  because  coDateral  decreases  the  unsecured  risk  associated  with  OTC 
derivative  prcxhicts,  it  reduces  credit  risk  exposure.   For  this  reason,  margin  and  collateral 
requirements  are  important  features  of  the  Commission's  financial  reqxmsibility 
requirements.    For  exarofde,  in  areas  of  rqwrchase  agreements,  stock  borrowings,  and  stock 
loans,  maifin  and  o^lateral  requiremenu  are  important. 

OTC  derivatives  tntSag,  however,  has  devekiped  difTeiently  than  trading  in 
standardized  derivative  products.  In  some  instances,  coOatoal  is  collected  from  a 
oounien»ity  to  an  OTC  derivatives  contract  for  the  purpose  of  reducing  unsecured  credit 
lidL  In  geaenl,  however,  the  curreoi  practice  is  to  make  a  creiSt  judgment  of  the 
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counteipaity  and  not  collect  any  collateral.    Although  it  may  be  preferable  that  all 
transactions  be  collateralized,  industry  competition  may  make  this  impracticable. 

The  Q--30  Report  noted  that  credit  risk  reduction  arrangemenu,  such  as 
collateral  and  margin  arrangements  and  third-party  credit  enhancements  (e.g..  guarantees  and 
letters  of  credit),  can  be  useful  in  the  management  of  counterparty  credit  risk.   The 
Commission  staff  agrees  with  this  statement  and,  as  part  of  its  review  of  the  application  of 
the  net  capital  rule  to  derivative  products,  intends  to  study  effective  ways  to  address 
unsecured  credit  risk  in  connection  with  derivative  products. 
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Question  18.  When  assessing  a  counterparty  for  credit  risk,  how  much  relative 
emphasis  should  be  placed  upon  factors  such  as  capital,  disclosure  and  credit 
rating?  For  example,  should  a  credit  rating  be  a  proxy  for  capital? 

Credit  ratings  are  no  substitute  for  prudent  cq>ital  standards.    The 
Commission,  however,  does  rely  to  a  limited  extent  on  ratings  issued  by  Nationally 
Recognized  Statistical  Rating  Organizations  ('NRSROs")  in  determining  the  capital  charges 
required  for  various  types  of  debt  instruments.    For  example,  under  the  net  capital  rule,  if 
nonconvertible  debt  securities  are  rated  in  one  of  the  four  highest  rating  categories  by  at 
least  two  NRSROs,  the  required  haircut  is  lower  than  if  the  security  is  not  so  rated.   Under 
the  existing  net  capital  rule,  a  capital  charge  of  100%  is  required  on  all  unsecured 
receivables,  regardless  of  the  credit  worthiness  of  the  counterparty.    Because  the  unrealized 
profit  related  to  certain  OTC  derivatives,  generally,  is  treated  as  an  unsecured  receivable,  it 
is  subject  to  a  100%  coital  charge. 

The  ConcqM  Release  presented  two  approaches  to  the  treatment  of  the  credit 
risk  associated  with  OTC  derivatives  products  that  would  be  based,  to  a  limited  extent,  on 
the  credit  worthiness  of  the  counterparty.   One  <4>proach  would  require  broker-dealers  to 
take  two  charges  to  their  capital  to  account  for  the  credit  risk  inherent  in  OTC  derivatives,  a 
basic  charge  and  a  concentration  charge.   The  identity  of  the  counterparty  would  affect  the 
amount  of  the  basic  chaige.22/ 

The  second  approach  would  be  based  entirely  on  the  credit  rating  of  the 
counterparty.   This  approach  would  require  a  broker-dealer  to  take  a  caf)ital  charge  based  on 
some  percentage  of  the  broker-dealer's  exposure  to  all  counterparties.    The  charge  would  be 
higher  for  lower-rated  counterparties.    Comments  received  in  reqwnse  to  the  Concq)t 

22/      The  basic  charge  portion  would  require  a  broker-dealer  to  take  an  8%  coital  charge 
on  the  "credit  equivalent  amount"  multiplied  by  a  "counterparty  factor."   The 
"counterparty  factor"  would  be  zero  for  certain  govenunents  and  central  banks,  20% 
for  multilateral  development  banks  and  certain  regional  govenunents  and  credit 
institutions,  and  30%  for  all  other  entities. 
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Release  win  be  evaluated  to  deteimine  whether  it  is  advisable  to  iocoiporate  into  the  net 
capital  nile  these  prc^sals  or  other  credit  risk-based  requiiements  that  incoiporate  the  use 
of  ratings. 
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Questkm  19.  Are  executive  dedsions  regarding  derivatives,  on  average, 
eoDccntnted  in  too  few  individuals  in  each  institution  to  catch  problems  in  a 
timely  manner?  Should  the  dedsion-making  process,  where  derivatives  are 
involved,  be  decentralized  to  enhance  internal  controls? 

Executive  decisions  r^arding  derivatives  are  influenced  by  the  intenial  control 

structures  within  secunties  finns.   Existing  accounting  and  auditing  principles,  as  weU  as 

certain  Commission  rules,  require  that  registered  broker-dealen,  and  public  companies 

subject  to  Commission  registration  and  reporting  requirements,  have  in  place  adequate 

internal  control  systems.   The  Commission  staff,  in  connection  with  the  risk  assessment 

program,  has  been  evaluating  the  risk  management  policies  of  major  securities  funs. 

During  the  course  of  the  staffs  review,  it  has  learned  that,  as  a  general  matter,  the  major 

securities  firms  are  structured  so  that  derivatives  trading  activities  are  subject  to  several 

layen  of  review  and  are  not  cottcoitrated  in  too  few  individuals.   For  example,  some  firms 

have  risk  management  dqnrtments  that  are  independent  of  trading  desks,  and  require  that 

trades  be  reviewed  by  separate  credit  departments  that  assess  counterparty  credit  risk.   Many 

firms  also  maintain  active  oversight  of  derivatives  activities  by  senior  management. 
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Question  20.  Do  compensation  policies  currently  in  place  adequately  discourage 
undue  iMc-taking?  For  example,  if  employees  benefit  financially  fhNn  risk- 
taking  in  a  direct  manner,  how  is  such  risk-taking  controlled? 

Compensation  policies  for  skilled  securities  industry  professionals,  such  as 

investment  banken  and  derivative  products  traders,  generally  are  set  by  competitive  market 

forces.   Competition  to  retain  professionals  often  means  that  industry  onployees  are 

compensated  under  performance-based  systems.    Staff  review  of  securities  firms  in 

connection  with  the  Commission's  risk  assessment  program  indicates  that,  in  general, 

adequate  systems  are  in  place  to  prevent  employees  from  taking  undue  risk.   For  example, 

in  order  to  establish  and  oversee  compliance  with  risk  limits,  many  firms  have  in  place  risk 

management  departments  or  risk  management  committees  that  are  independent  of  trading 

desks.   Many  firms  also  have  compensation  arrangements  in  place  whereby  the 

compensation  of  compliance  and  risk  management  personnel  is  not  related  to  the 

performance  of  the  trading  desk  under  their  review.   However,  the  staff  believes  that 

supervisory  oversight  is  necessary  to  assure  that  risk  management  policies  are  being 

implemented. 
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Question  21.  What  is  the  level  of  systemic  risk  resuhinf  from  derivative 
activitks?  Do  you  agree  with  those  who  assert  that  derivative  activities  arc 
concentrated  in  too  few  institutions? 

Systemic  risk  is  tlie  risk  that  a  disruption  by  any  pardcipant  or  group  of 
participants  causes  widespread  difficulties  throughout  financial  markets.   In  this  regard,  there 
are  two  areas  in  which  derivatives  activities  could  pose  systemic  risks  to  U.S.  markets.   The 
first  area  of  concern  deals  with  the  failure  of  market  particqnnts.   This  concern  is  not 
unique  to  derivative  products  and,  indeed,  it  is  possible  that  a  securities  firm  or  other 
financial  institution  could  fail  as  a  lesuh  of  trading  or  other  business  activities,  with  such  a 
failure  having  collateral  effects  throughout  the  marketplace.   The  staff  believes,  however, 
that  the  Commission  and  the  SROs  have  in  place  sufficient  regulatory  controls  to  ensure  that 
the  failure  of  a  registered  broker-dealer,  for  whatever  reason,  could  be  handled  without 
resulting  in  serious,  systnn-wide  problems. 

Second,  there  are  concerns  about  the  interrelationshq>s  among  markets, 
particularly  among  derivatives  and  related  cash  mark^s.   While  the  Commission  is 
addressing  systemic  risk  concerns  through  implementation  of  its  risk  assessment  program 
and  its  reexamination  of  the  ^>propriate  coital  treatment  of  OTC  derivatives,  recent  history 
has  demonstrated  how  the  liquidity  of  the  nation's  equity  markets  may  be  strained  by  the 
sell-off  of  stocks  and  futures  by  derivatives  dealers  trying  to  adjust  their  hedges  to 
accommodate  rapidly  changing  market  risks. 

A  study  omducted  by  the  Commission's  Division  of  Market  Regulation 
following  the  historic  market  decline  in  October  1987  indicated  that,  among  the  many  factors 
contributing  to  the  sell-off  of  stocks  and  futures  and  the  resulting  maikct  decline,  was  the 
dynamic  hedging  sale  of  stock  index  futures  and  stock  baskets  by  institutions  following 
'portfolio  insurance"  strategies.   While  each  institution's  selling  might  have  seemed 
relatively  small  and  isolated  to  that  particular  institution's  money  manager,  and  probably 
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could  have  been  accommodated  by  normal  maiicet  liquidity,  the  cumulative  effects  of  this 
selling  by  a  gioup  of  large  institutions  following  the  same  strategies  had  a  devastating  impact 
on  the  stock  and  futures  markets.2S/ 

At  least  partially  in  reqwnse  to  perceived  problems  with  the  operation  of 
portfolio  insurance  strategies  during  the  1987  Market  Break,  many  institutional  money 
managers  reduced  their  reliance  on  portfolio  insurance  strategies,  choosing  to  shift  the 
market  risk  of  their  equity  portfolios  by  negotiating  OTC  equity  derivatives  with  broker- 
dealers  and  other  market  professionals.    Similar  to  portfolio  insurance,  many  of  these  OTC 
equity  derivatives  function  like  index  put  options,  shifting  mark^  risk  to  OTC  dealers. 
Also,  the  magnitude  of  these  OTC  derivatives  is  not  disclosed  to  the  investing  public  or 
other  market  professionals.    As  a  result,  both  portfolio  insurance  and  OTC  equity  derivatives 
pose  unspecified,  but  potentially  large,  selling  pressure  that  can  have  a  significant  'overhang 
effect'  on  the  markets,  particularly  during  a  period  of  extraordinary  volatility. 

For  example,  during  the  market  decline  in  October  1989,  trading  analyses 
revealed  that  as  market  prices  b^an  to  drop,  some  providers  of  OTC  equity  derivatives 
engaged  in  forced  selling  of  futures  in  order  to  hedge  their  proprietary  risk,  placing  stress 
on  an  already  fragile  market.   Those  providers  who  could  not  hedge  with  futures  due  to 
vanishing  liquklity  in  the  S&P  SOO  futures  pit,  had  to  sell  stocks  near  the  close.22/   During 
the  market  decline  in  November  1991,  some  providers  of  OTC  equity  derivatives  also 
engaged  in  concentrated  selling  of  futures  and  stock  baskets,  although  as  a  resuh  of  the 
smaller  magnitude  of  the  market  decline,  the  sell-off  was  less  significant  than  in  1989.^/ 


28/       S»  Division  of  Market  Regulation,  October  1987  Market  Break  (Feb.  1988).   SfiC 
alSQ  Report  of  the  Presidential  Task  Force  on  Market  Mechanisms  (Jan.  1988). 

22/      Sk  Division  of  Market  Regulation.  Tiding  Analysis  of  October  13  and  16.  1989 
(May  1990). 

^/       SfiS  Division  of  Market  Regulation,  Jnkding  Analysis  of  November  IS.  1991  (Oct. 
1992). 
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The  maiket-wide  effects  of  scxalled  "dynamic  hedging"  selling  during  maricet  declines 
suggest  that  r^ulaton  should  take  prudent  measures  to  study  the  potential  for  similar  selling 
by  providers  of  OTC  equity  derivatives  during  any  future  maricet  decline. 

With  regard  to  concentration,  the  staff  does  not  believe  that  derivatives 
activities  are  concentrated  in  too  few  institutions.   While  concentration  is  a  concern,  OTC 
derivatives  dealers  tend  to  be  well-diversified,  highly  capitalized  firms  that  are,  arguably, 
well-suited  to  weather  adverse  market  developments. 
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Question  22.  Cash  liquidity  risk  for  a  rirm  appears  to  be  of  greater  concern  the 
greater  is  a  nnn's  involvement  in  derivative  activities,  die  greater  is  its  reliance 
on  short-term  funding,  the  lower  is  its  credit  standing,  and  tlie  more  restricted  is 
its  access  to  central  haoA.  discount  or  borrowing  facilities.  Therefore,  in  contrast 
to  depository  institutions  who,  among  other  things,  have  access  to  tiie  discount 
window,  securities  firms  may  And  cash  management  requirements,  such  as 
maintaining  margin  requirements,  arising  from  large  doivatives  portfolios  to  lie 
more  challenging.  Compared  to  depository  institutions,  how  docs  the  less  liquid 
nature  of  the  securities  business  affect  its  derivative  activities  and  the  risks 
associated  with  such  activities? 

A  broker-dealer's  assets,  generally,  are  more  liquid  than  those  of  depository 
institutions.   Tlie  net  capital  rule  requires  brolcer-dealers  to  mark  their  securities  and 
commodities  positions  to  market  and  to  deduct  from  net  worth  all  illiquid  assets  and 
unsecured  receivables,  together  with  peiicentage  deductions  of  the  firm's  proprietary 
securities  and  commodities  positions.    As  a  result,  most  broker-dealen'  assets  are  highly 
liquid,  taking  the  form  of  readily  marlcetable  securities  or  commodities  positions  and  cash. 
In  addition,  most  broker-dealer  receivables  tend  to  be  secured  by  either  liquid  assets  or  cash. 

According  to  the  1992  Aiuiual  Industry  Survey  by  Upper  Analytical  Securities 
Corporation,  U.S.  r^stered  broker-dealers  had  total  assets  of  $744.2  billion,  total  equity  of 
$28.5  billion,  and  subordinated  debt  of  $14.9  billion.!!/  An  analysis  of  that  information 
shows  that  for  1992,  96.5%  of  the  assets  were  highly  liquid.   In  addition,  U.S.  registered 
broker-dealers  reported  pre-tax  income  of  $5.8  billion  in  1991  and  $6.1  billion  in  1992.^2/ 
Further,  an  analysis  of  total  asset  composition  for  eight  public  holding  companies  and  their 
broker-dealer  affiliates  by  Standard  &  Poor's  shows  that  in  1992,  liquid  assets  for  broker- 
dealer  holding  companies  ranged  from  93%  to  99%. 43/  It  also  should  be  noted  that  during 


41/       Lipper  Analytical  Securities  Corporation,  Lipper  Securities  Industry  Financial 
Analysis  Service  16  (Mar.  1993). 

42/       Id  at  15. 

42/       Standard  &  Poor's,  CreditReview.  May  31,  1993,  at  40. 
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the  last  two  years,  internally  generated  funds  from  operations  have  been  an  important  source 
of  liquidity. 

Therefore,  it  is  fair  to  conclude,  as  a  general  matter,  that  the  U.S.  securities 
industry  is  well  capitalized,  highly  liquid,  and  adequately  managed.   In  addition,  it  would 
appear  that  the  U.S.  securities  industry  is  on  a  footing  comparable  to  that  of  U.S.  dqwsitory 
institutions  with  nspect  to  the  liquidity  necessary  to  conduct  derivatives  activities. 
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Question  23.  Critidsm  of  speculators  in  the  derivative  mariiets,  primarily 
CKchanfo-traded  derivatives  such  as  currency  ftitures  and  options,  has  focused  on 
the  allqed  ali>ility  of  such  speculators  to  nuwipulatc  nuultets.  Concerns  have 
also  arisen  as  to  pototial  dqMsitory  institution  exposure  as  a  resuH  of 
specuhrtors'  activities.  Please  conunent  on  these  critidsms  and  whctiicr  or  not 
such  speculators  should  he  subject  to  increased  regulation  or  supervision. 

Derivatives  mailcets  can  be  used  for  both  ^)eculation  and  hedging.  While  the 
activities  of  speculators  may  raise  popular  concerns  about  marlcet  manipulation  and  volatility, 
it  can  be  argued  that  qieculators  provide  a  useful  function  in  the  martw^lace  by  assuming 
positions  that  other  market  particqnnts  are  unwilling  to  take,  including  positions  on  the  other 
side  of  those  using  hedging  strategies.    As  a  resuh,  speculators  add  liquidity  to  the 
derivatives  marlcets  by  increasing  the  volume  of  bids  and  offers  in  the  markets,  making  it 
easier  for  those  wishing  to  hedge  to  establish  and  later  liquidate  such  positions  quickly  and 
on  competitive  terms. 

While  speculators  provide  some  tangible  benefits  to  derivatives  markets,  there 
must  be  sufficient  r^ulatioo  in  place  to  curb  abuses.   The  market  for  currency  derivatives  is 
predominantly  an  OTC,  inter-bank  market.    As  a  resuh,  to  the  extent  that  manipulation 
occurs  in  this  market,  it  more  likely  would  be  a  matter  for  Federal  banking  relators.   The 
only  securities  exchange-traded  currency  options  in  the  United  States  are  those  listed  and 
tTMled  on  the  Philadelphia  Stock  Exchange  ("Phlx").  The  Phbc  has  not  experienced 
manqxilation  mv(riving  its  currency  options. 

The  federd  securities  laws  establish  a  reguUiory  framework  to  deter  and 
detect  market  manqwlatioo.  SRO  options  trading  rules,  for  example,  minimize  the  potential 
for  market  manqwlatioo  through  the  impkmentation  of  rules  governing  the  types  of 
securities  on  which  derivatives  can  be  listed  and  traded,  position  Umiu,  exercise  limits,  and 
maipn  requirements.   While  Ihniting  the  potantial  for  manqMlation,  the  luks  pennit 
gwcuhlon  and  other  investms  to  take  positions  in  the  derivatives  markets. 
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SRO  rules  allow  exchange-traded  derivarives  to  be  listed  only  if  the 
underlying  security  is  listed  on  a  national  securities  exchange  or  tiaded  through  the  facilities 
of  a  national  securities  association,  and  has  a  substantial  number  of  outstanding  shares  that 
are  widely  held  and  actively  traded.   These  listing  and  maintenance  standards  are  based  on 
experience  that  indicates  that  if  a  security  is  widely-held  and  actively  traded,  it  is  less  likely 
that  derivatives  trading  will  have  an  effect  on  the  market  for  the  underiying  security. 

Other  SRO  ryles  also  minimize  the  potential  for  market  manipulation. 
Position  limits  prevent  the  accumulation  of  large  options  positions  that,  if  exercised  against 
uncovered  writers  of  (^ons,  would  cause  them  to  buy  the  underlying  stock,  tbeid>y 
affecting  the  price  of  the  underlying  stock.    The  position  limit  rules  also  have  the  additional 
effect  of  limiting  the  financial  exposure  of  market  participants.   Exercise  limits  restrict  the 
number  of  contracts  that  can  be  exercised  during  a  five  business  day  period.   Margin  rules 
reduce  credit  risk  by  ensuring  that  investors  have  sufficient  assets  to  fiind  their  obligations  in 
the  event  of  adverse  market  movements. 
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Question  24.  What,  if  any,  effect  will  the  depositor  prrference  provision  of  the 
Oninihus  Budget  Reconciliation  Act  of  1993  have  on  the  derivatives  marliet? 

The  dqx>sitor  preference  provision  of  the  Omnibus  Budget  Reconciliation  Act 
of  1993  addresses  the  liquidation  of  failed  insured  depository  institutions,  subordinating  the 
claims  of  counterparties  to  derivatives  transactions  to  the  claims  of  domestic  depositors.   In 
the  event  of  such  a  failure,  tlie  likelihood  that  a  counterparty  would  be  able  to  recover  on  its 
outstanding  contracts  is  reduced,  iiKreasing  the  risk  that  the  failure  of  the  dqwsitory 
institution  could  result  in  the  destabilization  or  failure  of  other  participants  in  the  derivatives 
market. 

By  raising  questions  regarding  the  ability  of  counterparties  to  recover  on 
derivatives  contracts,  U.S.  dqwsitory  institutions  may  be  put  at  a  competitive  disadvantage 
as  compared  to  other  derivatives  dealers.    As  a  result,  it  is  possible  that  dealing  activity 
could  become  further  concentrated  in  unregistered  entities,  irKluding  the  domestic  and 
foreign  affiliates  of  registered  broker-dealers  and  foreign  banks,  and  could  compound 
existing  concerns  regarding  the  concentration  of  derivatives  positions  in  a  few,  large  market 
participants.   To  the  extent  dealing  activity  is  further  concentrated  in  affiliates  of  registered 
broker-dealers,  the  Commission  will  continue  to  collect  information  under  the  risk 
assessment  program  regarding  material  rislcs  to  broker-dealers  posed  by  the  activities  of  their 
affiliates. 
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Question  25.  Please  provide  a  list  and  discussion  of  SEC  proposals  r^arding  the 
refutation  of  derivatives  currently  under  consideration. 

As  the  regulator  of  active  exchange  marlcets  in  derivative  products,  the 
Commission  has  a  variety  of  proposals  outstanding  with  respect  to  the  operation  of  these 
maricets  and  the  clearing  agencies  associated  with  them.  The  Commission,  however,  has 
one  primary  outstanding  proposal  q)ecifically  regarding  the  regulation  of  OTC  derivative 
products. 

As  discussed  extensively  throughout  this  paper,  the  Commission's  ConcqM 
Release  solicited  comment  on  a  broad  range  of  questions  regarding  the  capital  standards 
imposed  by  the  net  capital  rule  on  broker-dealers  participating  in  derivatives  marlcets.   In 
examining  the  treatment  of  derivative  products,  and  particulariy  OTC  derivative  products, 
the  Concept  Release  focused  primarily  on  the  market  and  credit  risks  to  which  participants 
in  derivatives  markets  are  exposed  and  presented  several  alternatives  to  the  current  treatment 
of  these  instruments  under  the  net  capital  rule.   The  staff  will  recommend  such  additional 
regulatory  changes  as  are  deemed  appropriate  based  on  data  concerning  the  derivatives 
market  that  is  obtained  pursuant  to  the  Commission's  risk  assessment  program  or  otherwise. 
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Question  26.  Please  provide,  if  available,  a  summary  of  comments  received  or 
any  relevant  update  on  the  SEC  Net  Capital  Concqit  Rdcaae  No.  34-32256  dated 
May  4,  1993. 

To  date,  the  Commission  has  received  five  comment  letten  in  response  to  the 

Concept  Release.    The  comments  received  thus  far  are  outlined  below. 

(1)  Both  the  Securities  Industry  Association  and  the  Chicago  Board  Options  Exchange 
requested  only  that  the  Commission  extend  the  comment  period  until  the  end  of  1993 
so  that  they  can  fiilly  consider  the  issues  regarding  derivative  products  raised  in  the 
Concqjt  Release.    As  noted  in  response  to  Question  1 1,  the  comment  period  has  been 
extended  until  December  17,  1993. 

(2)  The  Ri^stration  Exemption  Conunittee  of  the  North  American  Securities 
Administrators  Association  made  one  general  comment  regarding  the  ConcqM 
Release,  specifically,  that  because  the  systemic  risk  aspect  of  derivatives  is  relevant 
to  the  commodities  and  banking  regulatory  agencies,  as  well  as  the  Commission, 
these  other  regulaton  should  be  involved  in  the  Commission's  development  of 
proposals  regarding  derivatives. 

(3)  The  American  Stock  Exchange  ("Amex")  expressed  concern  about  the  effect  that 
changes  to  the  treatment  of  OTC  derivatives  under  the  net  capital  rule  might  have 
upon  the  market  for  listed  derivatives.    The  Amex  commented  that  the  Commission 
should  not  take  any  action  that  would  affect  adversely  the  listed  mailcet  for 
derivatives  by  making  the  OTC  market  relatively  more  attractive.   In  addition, 
because  there  are  no  position  and  exercise  limit  requirements  in  the  OTC  market,  the 
Amex  requested  that  the  Commission  review  the  need  for  such  requirements  in  the 
listed  market. 
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(4)       The  Risk  Management  Center  ("RMC")41/  provided  extensive  comments  in  reqx>nse 

to  the  questions  posed  by  the  Commission  in  the  Concept  Release  regarding  the  credit 

risk  associatdd  with  derivative  products. 

(i)  In  response  to  Question  16,i2/  the  RMC  stated  its  belief  that  the 

second  approach  to  the  treatment  of  credit  risk  proposed  by  the 
Commission  was  prefenble.    As  discussed  in  reply  to  QuestioD  2, 
above,  the  second  approach  is  based  entirely  on  the  credit  rating  of  the 
counterparty.   This  approach  would  require  a  brdcer-dealer  to  take  a 
capital  charge  based  on  some  percentage  of  the  broker-dealer's 
e]q)osure  to  all  counteipaities  and  would  be  higher  for  lower-rated 
counterparties.   Because  this  approach  is  based  oo  the  actual  credit 
rating  of  the  counterparty,  the  RMC  believes  that  it  provides  a  better 
measure  of  defoult  risk.   It  notes,  however,  that  objective 
measurements  for  credit  ratings  are  necessary. 

(ii)  In  response  to  Question  17,4^  the  RMC  suggested  that  a  broker- 

dealer's  future  credit  exposure  be  determined  based  upon  a  'portfolio 
approach,'  which,  to  the  extent  netting  is  eafOTceaUe.  should  be  based 
on  the  overall  net  expected  cash  flow  of  a  broker-dealer.   To  the  extent 
netting  arrangements  are  not  enforceable,  the  RMC  recommended  that 
future  credit  e^qwsure  be  cak:ulated  using  a  'greater  of  longs  or 


fl4/      The  Risk  Managonent  Center  is  a  coalition  of  Chicago  financial  institutions  and 

businesses  including  major  banks,  the  four  Chicago  exchanges,  universities,  trading 
and  investment  firms,  and  corporations. 

4i/      Question  16  in  the  Concept  Release  sought  conuneot  on  which  of  two  approaches  for 
the  treatment  of  the  credit  risk  associated  with  OTC  derivatives  is  preferable.    See 
the  rq>ly  to  Question  2  above  for  a  discussion  of  these  two  alternative  qiproaches. 

^      The  Commission  solicited  comment  in  Question  17  in  the  Concept  Release  on  bow 
the  capital  rule  should  be  structured  to  reduce  potential  future  credit  exposure. 
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shorts'  approach.   In  other  words,  rather  than  basing  net  capital  on  a 
percentage  of  gross  positions  (that  assumes  that  in  the  future  all 
;  position  values  could  simultaneously  decline  in  vakie),  a  greater  of 
longs  or  shorts  approach  would  calculate  potential  exposure  under 
future  interest  rate  and  currency  scenarios  with  the  coital  charge  for 
future  credit  exposure  based  only  on  the  worst  case.    Use  of  such  an 
abroach  would  require  individual  dealers  to  have  sq>histicated  systems 
for  monitoring  risk. 

(ill)  In  reqxHise  to  Question  18  regarding  the  extent  to  which  netting  of 

contracts  with  a  single  counteipaity  should  be  permitted£Z/>  the  RMC 
indicated  that  netting  should  be  permitted  to  the  extent  multiple 
products  are  documented  under  the  same  master  agreement  and  netting 
is  enforceable  under  the  laws  of  the  applicable  jurisdictions.   The  RMC 
also  stated  that  in  jurisdictions  where  it  is  not  clear  that  netting  applies, 
capital  charges  should  be  based  on  gross  positive  mark  to  market 
values  for  current  exposure,  and  a  greater  of  longs  or  shorts  approach 
for  potential  future  e}4X>sure.    The  RMC  also  recommended  that  legal 
agreements  that  contain  collateral  or  credit  risk  reducing  techniques  be 
considered. 

(iv)  In  response  to  Question  19  regarding  the  appropriate  cushion  to  be 

added  to  the  'credit  equivalent  amoum"  under  the  first  alternative 
approach  to  the  treatment  of  the  credit  risk  associated  with  OTC 


i2/       Question  18  in  the  ConcqM  Release  asks  not  only  the  extent  to  which  netting  of 

contracts  with  a  single  counteiparty  should  bt  permitted,  but  also  what  consideration 
should  be  made  f(v  the  uncertainty  related  to  the  legality  of  netting  arrangemenu 
throughout  the  world,  and  what  distinctions  should  be  drawn  between  those  contracts 
that  luve  termination  clauses  and  those  that  do  not. 
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doivadves  under  the  net  coital  nile,48/  the  RMC  suggested  that  more 
refined  distinctions  be  made  between  contracts  of  varying  durations. 
;  The  ConcqM  Release  proposed  that  the  "credit  equivalent  amount"  be 
equal  to  1  %  of  the  notional  amount  of  contracts  with  less  than  one 
year  to  maturity,  and  S%  of  the  notional  amount  of  contracts  with 
greater  than  one  year  to  maturity.   Because  five  and  ten  year  contracts 
are  common,  the  RMC  suggested  that  additional  categories  be  created 
to  better  account  for  risk  and  that  dealers  be  permitted  to  use  pre- 
approved  models  to  assess  dynamically  the  cushion  to  be  used. 


ifi/       Question  19  in  the  Concept  Release  asks  for  recommendations  on  the  amount  of 
cushion  that  should  be  added  to  the  "credit  equivalem  amount'  portion  of  the 
proposed  alternative  approach  to  the  treatment  of  credit  risk  under  the  net  capital 
rule.    'Credit  equivalent  amount,'  as  discussed  in  the  rq)ly  to  Question  2,  above,  is 
the  current  credit  exposure  of  an  open  trade  plus  some  amount  added  as  a  cushion. 
This  'credit  equivalent  amount'  multiplied  by  a  counterparty  factor  would  comprise 
the  basic  capital  charge  proposed  to  protect  against  the  risk  that  a  counteq)arty 
defaults  on  its  obligation  uitder  an  agreement  involving  an  OTC  derivative  contract. 
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ATTACHMENT  F 


The  Commodity  Futures  Trading  Commission 

Response 
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tOMMOOITY  FUTURES  TRAOINQ  COMMISSION 

2033  K  StTMl.  N.  W.,  Washington,  OC  20Sai 

Sh«*l»C.B»ir  (2«)254-»70 

Acting  Chairman 

October  29,  1993 

The  Honorable  James  A.  Leach 

Ranking  Member,  Commiccee  on  Banking,  Finance 

and  Urban  Affairs 
U.S.  House  of  Representatives 
2129  Rayburn  House  Office  Building 
Washington,  D.C.   20515-6050 

Dear  Congressman  Leach: 

Thank  you  for  your  letter  of  August  31,  1993.   The  Commodity 
Futures  Trading  Cofimission  ("Commission'  or  "CFTC")  welcomes  this 
opportunity  to  respond  to  your  inquiries  regarding  financial 
derivatives.   The  CoDmlssion  shares  your  view  that  financial 
derivatives  are  becoming  increasingly  Important  financial  tools 
which  raise  important  policy  Issues.   As  you  know,  the  Connission 
has  studied  many  of  these  issues  and  recently  submitted  its 
report  of  this  study,  OTC  Derivative  Markets  and  Their  Regulation 
("CFTC  Study"),  to  the  Congress.   Many  of  the  issues  which  you 
raise  are  addressed  in  the  Commission's  report,  which  is  appended 
to  this  response. 

The  Coiranlssion's  responses  to  your  specific  inquiries 
reflect  its  role  as  the  regulator  of  the  nation's  futures  and 
connodity  options  markets  --  the  largest  regulated  derivatives 
marketplace  in  the  world.   Generally,  our  responses  to  the  ques- 
tions you  have  posed  are  limited  to  Coomission- regulated  markets. 
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which  are  only  a  part  of  the  overall  derivatives  marketplace. 
However,  we  have  noted,  where  appropriate,  areas  in  which  the 
Commission's  report  on  OTC  derivatives  or  the  Commission's 
particularized  experience  with  the  regulation  oC  futures  zmd 
commodity  options  may  be  useful  in  addressing  the  broader  deriva- 
tives marketplace.   Our  responses  to  your  specific  inquiries 
follow. 


QOBSTIOH  1     To  outline  your  agency's  superrislon  and  regula- 
tion of  derivatives,  please  suaaarise  and  provide 
the  written  policies  and  procedures  currently  used 
by  your  agency  to  regulate  and  Monitor  derivative 
activities.  Including  licensing,  registration,  and 
trading  llad.ts.   Also,  please  provide  a  auaaary  of 
your  regulatory  authority  over  derivative  transac* 
tlons. 


Simply  stated,  the  Coomodity  Futures  Trading  Conmission 
has  jurisdiction  over  one  part  of  the  domestic  derivatives 
marketplace  -  -  the  trading  of  futures  contracts  and  commodity 
options.   The  term  'derivatives*  potentially  includes  all  inter- 
ests and  instruments,  whether  or  not  traded  on  organized  futures 
or  securities  exchanges,  that  are  contracts  specifying  rights  and 
obligations  based  upon,  and  that  derive  their  value  from,  the 
performance  of  some  underlying  instrument,  investment,  currency, 
product,  index,  right,  service  or  rate.  Under  this  broad  defini- 
tion, derivative  tremsactions  include,  among  other  types  of 
products,  futures  and  concnodity  options  and  stsmdardized  securi- 
ties options,  all  of  which  are  traded  on  organized  exchange 
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markets;  hybrid  products,  such  as  oil -indexed  notes,  which 
combine  elements  of  futures  contracts  with  securities  or  deposi- 
tory interests;  transactions  such  as  swaps,  which  have  elements 
of  regulated  futures  contracts  but  have  been  exen^ted  from  CPTC 
regulation  subject  to  certain  conditions;  and  certain,  "forward" 
markets,  such  as  the  interbank  foreign  currency  market  and  the 
Brent  oil  market,  which  are  used  for  risk  shifting  as  well  as  for 
transfer  of  ownership  of  a  commodity.   The  CFTC's  recently 
conqpleted  study  focuses  on  swaps  and   other  derivative  products 
traded  in  the  over-the-counter  market. 

The  CFTC  was  estaUolished  in  1974  as  an  independent  federal 
regulatory  agency  auid  vested  with  exclusive  jurisdiction  over  the 
nation's  futures  amd  connodity  options  markets. ^^  Federal  fu- 
tures regulation,  however,  has  a  long  history,  beginning  with  the 
enactment  of  the  Grain  Futures  Act  in  1922.   At  that  time. 
Congress  found  regulation  of  futures  transactions  necessary  due 
to  their  importance  to  the  national  economy  --as  both  hedging 
vehicles  and  price  basing  mechanisms.   Futures  transactions 
continue  to  be  iEq>ortant  for  these  purposes.   Futures  and  commod- 
: ly  options  transactions  are  widely  used  by  producers,  proces- 


A'  Specifically,  Section  2(a) (1) (A) (i)  of  the  Commodity  Exchange 
Act  grants  to  the  Commission  exclusive  jurisdiction  over  "accounts, 
agreements  (including  any  transaction  which  is  of  the  character  of, 
or  is  comnonly  known  to  the  trade  as,  an  'option,'  .  .  .  ),  and 
transactions  involving  contracts  of  sale  of  a  commodity  for  future 
delivery  .  .  .  emd  all  services,  rights,  and  interests  in  which 
contracts  for  future  delivery  are  presently  or  in  the  future  dealt 
in."   7  U.S.C.  S  2. 
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sors,  dealers,  financial  institutions,  collective  investment 
vehicles  and  other  users  of  underlying  conmodity  interests  to 
manage  the  price  risks  of  their  businesses.   Futures  tremsactions 
also  facilitate  coinnerce  nationally  and   internationally  as  their 
prices  are  relied  upon  by  large  numbers  of  comnercial  entities, 
who  may  or  may  not  participate  directly  in  the  futures  or  options 
markets,  and  by  dealers  pricing  transactions  in  the  over-the- 
counter  markets. 
Tha  CPTC  Raoulatorv  Praaawork 

The  regulatory  framework  estadjlished  by  the  Commodity 
Exchange  Act  ("CEA*  or  'Act*)  and  Cotnmission  regulations  address- 
es market  integrity,  financial  integrity  and   customer  protection. 
Briefly  stated,  the  CEA  and  Commission  regulations  regulate  the 
futures  and  commodity  option  exchanges  and  their  clearing  facili- 
ties, the  design  of  products  traded,  and  the  persons  soliciting 
or  handling  tramsactions  for  customers. 

The  purpose  of  this  regulatory  fr2unework  is  to  ensure  the 
integrity  of  the  futures  markets,  protect  market  participants 
against  manipulation,  abusive  trade  practices  and  fraud,  and 
encourage  coopetitiveness  and  efficiency.   The  core  requirement 
is  that  transactions  in  commodity  futures  contracts  occur  only  on 
or  subject  to  the  rules  of  exchanges,  which  have  been  designated 
by  the  Conmission  as  contract  markets  and  which  are  subject  to 
Commission  oversight.   The  Act  allows  the  Commission  to  approve, 
suspend  or  revoke  contract  market  designations,  disapprove  and 
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alter  exchemge  rules  that  are  Inconsistent  with  the  objectives  of 
the  CEA,  and  direct  exchanges  to  take  emergency  action.   The  CEA 
contains  broad  anti- fraud  and  ant i -manipulation  provisions; 
requires  reporting  and  recordkeeping  by  exchanges;  and  prohibits 
noncon^etitive  trading  practices  such  as  wash  sales  and  ficti- 
tious sales.   Commodity  professionals  are  subject  to  requirements 
relating  to  registration,  the  protection  of  customer  funds, 
minimum  capital,  recordkeeping,  disclosure,  and  reporting.   All 
traders  of  regulated  contracts  are  subject  to  large  trader 
reporting  requirements  and  speculative  position  limits  or  posi- 
tion accountaibility  limits. 

The  Act  also  gives  the  Commission  broad  authority  to  conduct 
investigations  and  to  bring  civil  or  administrative  enforcement 
actions  for  violations  of  the  CEA.   Such  actions  cam  result  in 
injunctions  and  ancillary  relief,  civil  monetary  penalties,  cease 
and  desist  orders,  the  suspension  or  revocation  of  registrations 
with  the  Commission,  orders  prohibiting  trading  on  Comnission- 
regulated  markets,  and   restitution  orders.   The  Act  estaJslishes 
private  rights  of  action  in  federal  court  and  a  Comnnission 
reparations  procedure  designed  to  enable  customers  to  bring 
deunage  actions  against  commodity  professionals  for  fraud  or  other 
violations  of  the  CEA.   Finally,  the  CEA  establishes  criminal 
sanctions  for  price  manipulation,  embezzlement  and  other  willful 
violations  of  the  CEA  or  Commission  regulations. 
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(The  Commission's  regulatory  framework  is  discussed  in 
greater  detail  in  Chapter  II  of  the  CFTC  Study  and  Working  Paper  3) 
CPTC  Provisions  for  Off -Exchange  Tranaaetlona 

The  futures  regulatory  framework  was  designed  to  assure  that 
all  futures  transactions  would  take  place  on  regulated  exchange 
markets  through  regulated  intermediaries  registered  as  futures 
commission  merchants  ("FCMs")  and  subject  to  minimum  capital  and 
other  requirements.   All  other  forms  of  futures  transactions 
generally  are  prohibited,  with  the  exception  of  certain  types  of 
commercial  option  transactions.   However,  a  series  of  exceptions 
to  the  exchange- trading  requirement  has  been  developed,  generally 
on  the  basis  that  the  exempted  transactions  are  (1)  unsuitable 
for  exchange  trading  and  (2)  entered  into  by  parties  who  are 
engaged  in  a  line  of  business  involving  the  commodity  that  is  the 
subject  of  the  transaction  or  who  satisfy  financial  criteria 
designed  to  assure  their  competence  to  engage  in  such  transac- 
tions without  otherwise  applicable  regulatory  protections.   These 
exemptions  to  the  exchange -trading  requirement  are  relevant  to 
over-the-counter  derivatives  activity,  which  is  the  subject  of 
the  CFTC's  Study  and  which  has  become  the  focal  point  for  public 
debate. 

Cash  Forward  Contracta.   Forward  contracts  are  commercial, 
merchandising  transactions  in  physical  commodities  in  which 
delivery  routinely  occurs  but  is  deferred  for  commercial  purpos- 


-T/i—Cino  /-\ 


510 


The  Honoradsle  Janes  A.  Leach 
Page  7  - 


es.  Forward  contracts  are  specifically  excluded  from  CFTC 
jurisdiction  and  thus  are  essentially  unregulated. 

Trade  Options.   Trade  options  are  exen^ted  by  CFTC  rules 
from  the  general  prohibition  against  of f -exchamge  futures  and 
commodity  options  transactions.  They  are  off -exchange  commodity 
options  offered  and  sold  to  commercial  entities  whose  business 
involves  the  commodity  (or  by-products  thereof)  that  is  the 
subject  of  the  transaction  amd  who  enter  into  the  transaction  for 
purposes  related  to  that  business.   Rule  32.4(a)  permits  the  sale 
of  off -exchange  commodity  options  in  circumstances  in  which  the 
offeror  'has  a  reasonsible  basis  to  believe  that  the  option  is 
offered  to  a  producer,  processor  or  connercial  user  of,  or  a 
merchauit  handling,  the  commodity  which  is  the  subject  of  the 
commodity  option  transaction*  and  that  such  commercial  party  is 
offered  or  enters  into  the  tramsaction  "solely  for  purposes 
related  to  its  business  as  such."  Trade  option  transactions  are 
subject  to  prohibitions  against  fraud,  certain  types  of  represen- 
tations, and  unreasonaible  failures  to  secure  prompt  execution  of 
commodity  option  orders  by  persons  receiving  such  orders.  Cur- 

5 

rently,  trade  options  on  agricultural  commodities  are  prohibited. 

Swaps.   Pursuaint  to  exempt ive  authority  granted  under  the 
Futures  Trading  Practices  Act  of  1992  ("FTPA")  amd  set  forth  in 
Section  4(c)  of  the  CBA,  the  CFTC  recently  adopted  exen?>tive 
rules  which  provide  a  safe  harbor  from  most  CFTC  regulatory 
requirements  for  swap  transactions  meeting  specified  criteria. 
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The  exemption  is  limited  to  swap  agreements  entered  into  by 
"eligible  swap  participants,"  which  include  various  categories  of 
institutional  and  commercial  entities  and  natural  persons  with 
substantial  assets.   Eligible  swap  participants  include,  for 
example:   banks;  investment  companies;  corporations  or  other 
entities  which  have  total  assets  exceeding  $10,000,000,  or  who 
have  net  worth  exceeding  $1,000,000  and  are  entering  into  the 
swap  transaction  in  connection  with  the  conduct  of  their  busi- 
ness; employee  benefit  plans  subject  to  the  En^loyee  Retirement 
Income  Security  Act  of  1974  ("ERISA")  with  total  assets  exceeding 
$5,000,000;  broker- dealers;  FCMs;  and  natural  persons  with  total 
assets  exceeding  $10,000,000. 

In  addition  to  restricting  the  categories  of  participants 
eligible  to  participate  in  exen^t  transactions,  the  CFTC's  swaps 
exemptive  rules  impose  restrictions  upon  the  design  and  execution 
of  the  transactions  that  distinguish  them  from  exchange  traded 
futures  contracts.   To  qualify  for  exemption:   the  swap  may  not 
be  part  of  a  fungible  class  of  agreements  that  are  standardized 
as  to  their  material  economic  terms;  the  creditworthiness  of  any 
party  having  an  actual  or  potential  obligation  under  the  swap 
agreement  must  be  a  material  consideration  in  entering  into  or 
determining  the  terms  of  the  swap  agreement;  and  the  swap  agree- 
ment may  not  be  entered  into  or  traded  on  a  multilateral  transac- 
tion execution  facility  (a  physical  or  electronic  transaction 
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execution  facility  in  which  participants  cam  simultaneously 
effect  transactions  and  bind  both  parties) . 

The  CPTC  swaps  exen^tion  does  not  exenpt  swaps  from  all 
statutory  anti- fraud  and  ant i -manipulation  prohibitions.*' 
However,  in  all  other  respects  the  exemption  allows  swaps  trans- 
actions to  occur  free  of  the  regulatory  framework  applicable  to 
futures  exchanges  and  intermediaries.  No  prescriptive,  affir- 
mative requirements  as  to  the  conduct  of  the  transactions,  other 
than  the  participant,  design  and  execution  criteria  of  the 
exempt ive  rules,  apply  to  qualifying  swaps. i' 

Hybrid  Products.   In  July  1989,  the  Comnission  adopted  rules 
regarding  certain  hybrid  instruments  combining  characteristics  of 


i'  The  swaps  exemption  is  also  subject  to  CEA  Section  2(a)  (1)  (B)  , 
7  U.S.C.  S  2a,  which  relates  to  the  allocation  of  regulatory 
responsibility  for  stocJc  index  futures  contracts  and  options 
between  the  CFTC  and  the  Securities  and  Exchange  Commission  ("SEC") 
and  imposes  certain  interagency  requirements  with  respect  to 
approval  of  stocJc  index  futures  trading. 

^'  Although  the  CFTC's  swaps  exeirqptive  provision  preserves  the 
applicability  of  statutory  anti- fraud  and  anti -manipulation 
prohibitions,  these  prohibitions  are  limited  to  specified  types  of 
conduct  involving  futures  contracts  or  the  cash  market.  There  is 
no  statutory  or  regulatory  anti -fraud  provision  expressly  designed 
CO  cover  swaps'.  For  exsunple.  Section  4b  of  the  CEA,  the  general 
anti -fraud  provision,  prohibits,  aunong  other  things,  any  person 
from  cheating,  defrauding  or  attempting  to  cheat  or  defraud  any 
person  "in  or  in  connection  with  any  order  to  make,  or  the  making 
of,  any  contract  of  sale  of  any  commodity  for  future  delivery  .  .  . 
for  or  on  behalf  of  any  other  person."  Liability  under  this  provi- 
sion thus  would  arise  from  a  swap  transaction  only  to  the  extent 
chat  a  futures  contract  under  the  CEA  were  shown  to  be  involved. 
Further,  some  have  suggested  that  the  statutory  requirement  chat 
Che  transaction  be  one  undertaken  "for  or  on  behalf  of"  another 
person  could  be  read  to  confine  liability  to  persons  acting  in  an 
agency  or  broker  capacity  for  another. 
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commodity  options  with  debt,  preferred  equity  or  depository 
interests.   The  rules  established  a  safe  harbor  from  Commission 
regulation  for  these  types  of  instruments  based  upon  the  limited 
nature  of  their  commodity  option  component  and  deference  to  other 
federal  and  state  regulatory  freuneworks  applicable  to  their  non- 
commodity  component.   In  addition,  in  January  1989  and  April 
1990,  the  Commission  issued,  and  subsequently  re-issued  in 
refined  form,  a  statutory  interpretation  appliceible  to  hybrid 
instruments  that  combine  characteristics  of  futures  contracts  or 
commodity  options  with  debt  or  depository  instruments.   The 
Commission  essentially  determined  that  the  commodity  component  of 
instnaments  covered  by  the  statutory  interpretation  was  relative- 
ly insignificant  in  nature  and  that  they  would  be  deemed  to  be 
excluded  from  Commission  jurisdiction.   Furthermore,  after  enact- 
ment of  the  FTPA,  the  Commission  used  its  new  exemptive  authority 
to  issue  amended  exemption  rules,  effective  February  22,  1993, 
with  respect  to  hybrid  instruments. 

Energy  Contracta.   By  order  issued  April  13,  1993,  the  CFTC 
exempted  certain  contracts  for  the  deferred  purchase  or  sale  of 
specified  energy  products  from  regulation  under  the  CEA.   The 
order  applies  to  contracts  for  the  deferred  purchase  or  sale  of 
crude  oil,  condensates,  natural  gas,  natural  gas  liquids,  or 
their  derivatives  that  are  used  primarily  as  an  energy  source. 
The  contracts  must  be  entered  into  between  commercial  partici- 
pants meeting  specified  requirements.   These  requirements  relate 
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to,  eunong  other  things,  the  capacity  to  make  or  taUce  delivery, 
regulated  status,  and  minimum  net  worth  or  total  assets,  which 
evidence  the  commercial  status  of  the  parties  and  distinguish  the 
exempted  transactions  from  those  required  to  be  effected  on 
approved  exchanges.   Under  the  order,  qualifying  contracts  are 
exempted  from  all  provisions  of  the  CEA  except  Section 
2(a)(1)(B),  the  so-called  "jurisdictional  accord"  between  the 
CFTC  and  SEC,-'  smd  the  provisions  prohibiting  price  manipula- 
tion. 

Foreign  Currency  Transactions.   Foreign  currency  trans- 
actions are  subject  to  varying  types  of  regulation  under  the  CEA, 
depending  on  the  context  in  which  they  occur  amd  the  nature  of 
the  counterparties.   Spot  (or  "cash")  foreign  currency  transac- 
tions and  forward  contracts  on  foreign  currencies  are  excluded 
from  regulation  under  the  CEA,  as  are  all  other  spot  and  forward 
transactions.   Foreign  currency  futures  and  option  transactions 
are  subject  to  the  CEA  exchange -trading  reejuirement  and  all  other 
applicaUole  requirements  except  co  the  extent  that  foreign  curren- 
cy options  may  be  traded  on  national  securities  exchanges  subject 
to  SEC  regulation-'  or  are  exempted  by  CFTC  rule.   Two  CFTC 


4/ 


S££  note  2,  supra , 


-'  Foreign  currency  options  traded  on  CFTC- regulated  exchanges 
are  subject  to  the  CFTC's  regulatory  framework  to  the  same  extent 
as  all  other  futures  and  exchange -traded  cotranodity  options;  foreign 
currency  options  traded  on  national  securities  exchanges  are 
regulated  by  the  SEC.   Section  4c(f),  7  U.S.C.  S  6c{f). 
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regulatory  exemptions  are  potentially  availeible  with  respect  to 
foreign  currency  options:   the  trade  option  exemption,  which  is 
limited  to  options  offered  to  commercial  users;  and  the  swaps 
exemption,  which  includes  within  the  definition  of  swap  agreement 
for  purposes  of  the  rule  an  agreement  which  is  a  "currency  op- 
tion. " 

Discussion  of  the  regulatory  treatment  of  foreign  currency 
transactions  is  further  complicated  by  the  so-called  "Treasury 
Amendment,"  a  CEA  provision  which  states  that  the  CEA  shall  not 
be  deemed  to  apply  to,  cimong  other  things,  "transactions  in 
foreign  currency  .  .  .  unless  they  involve  a  sale  for  future 
delivery  conducted  on  a  board  of  trade."  The  scope  of  this 
provision  has  been  sxibject  to  considerable  debate  and  litigation. 
Its  legislative  history  suggests  that  the  statutory  provision  was 
intended  to  preclude  CEA  regulation  of  the  interbank  market, 
which  was  described  as  a  market  subject  to  bank  regulatory  over- 
sight, in  which  transactions  generally  occurred  between  banks  and 
"other  sophisticated  institutional  participants."  This  "market" 
was  believed  to  be  "more  properly  supervised  by  the  bank  regula- 
tory agencies."  The  CFTC  has  interpreted  the  Treasury  Amendment 
to  be  inapplicable  to  transactions  involving  members  of  the 
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general  public,  but  not  all  courts  have  agreed  with  that 
view.-' 


-'  See  the  discussion  of  Salomon  Forex.  Inc.  v,  Taxiber.  No.  92- 
1406  (4th  Cir.  October  18,  1993)  and  CFTC  v.  Standard  Forex.  Inc.. 
C.V.  93-0088  (B.D.N.Y.  August  9.  1993)  in  Chapter  V  of  the  CFTC 
Study, 
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QUESTZOH  2  Please  discuss  in  detail  margin  requirements,  both 
current  and  proposed,  as  they  relate  to  derivative 
activities  regulated  by  your  agency.  Also,  please 
comment  on  the  sufficiency  of  such  requirements. 

Historically,  margin  requirements  for  futures  contracts  have 
been  established  by  the  designated  futures  exchanges,  subject  to 
CFTC  authority  to  set  margin  levels  to  address  market  emergen- 
cies.  Under  Section  8a (9)  of  the  CEA  the  Commission  has  broad 
emergency  powers  applicable  to  all  futures  contracts,  "to  direct 
the  contract  market,  whenever  it  has  reason  to  believe  that  an 
emergency  exists,  to  take  such  action  as  in  the  Commission's 
judgment  is  necessary  to  maintain  or  restore  orderly  trading  in 
or  liquidation  of  any  futures  contract,  including,  but  not 
limited  to,  the  setting  of  temporary  emergency  margin  levels  on 
any  futures  contract  .  .  .  ."   The  CFTC  also  has  plenary  authori- 
ty over  options  margin  systems  for  exchange  traded  options 
subject  to  CFTC  jurisdiction. 

Effective  October  28,  1992,  the  FTPA  amended  the  CEA  to 
provide,  eunong  other  things,  for  review  by  the  Board  of  Governors 
of  the  Federal  Reserve  System  ("Board")  of  contract  market  rules 
establishing  or  changing  the  levels  of  initial  and  maintenance 
margins  for  stock  index  futures  contracts  or  options  thereon. 
The  amendment  requires  filing  of  such  rules  with  the  Board  and 
specifies  that  the  Board  may  request  or  direct  the  contract 
market  to  set  margin  levels  "appropriate  to  preserve  the  finan- 
cial integrity  of  the  contract  market  or  its  clearing  system  or 
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to  prevent  systemic  risk."  On  March  22,  1993,  the  Board  delegat- 
ed to  the  Coirenission  its  day-to-day  stocJc  index  margin  authority 
under  this  provision  of  the  Act.-'  Thus,  the  Commission  now 
has  authority  to  review  margin  levels  for  stock  index  futures  or 
options  contracts,  and  to  request  or  direct  a  contract  market  to 
set  such  margins  at  specified  levels,  subject  to  judicial  review. 
With  respect  to  the  "sufficiency"  of  such  requirements,  the 
delegated  statutory  authority  provides  that  the  Conmission  may 
request  or  direct  margin  levels  "appropriate  to  preserve  the 
financial  integrity  of  the  contract  market  or  its  clearing  house 
or  to  prevent  systemic  risk."   In  delegating  this  review  authori- 
ty to  the  CFTC,  the  Board  observed  that  stock  index  futures  and 
margin  levels  should  be  reviewed  in  the  context  of  other  safe- 
guards, such  as  frequent  marking- to -market  of  positions,  standby 
liquidity  arrangements,  participant  audits,  market  surveillance, 
active  risk  management,  amd  other  parts  of  the  overall  risk 
control  system  employed  by  the  exchange  and  its  clearing  system. 
This  approach  accords  with  that  of  the  President's  Working  Group 
on  Financial  Markets  ("Working  Group")  as  set  forth  in  the 
Working  Group's  report,*'  and  the  Commission  adheres  to  the 


-'  The  Board  has  reserved  the  right  to  exercise  its  authority  in 
emergency  circumstances  such  as  a  market  disruption. 

*'  Interim  Report  of  the  Working  Group  on  Financial  Markets, 
May  1988.  The  Working  Group  is  comprised  of  the  chairmen  of  the 
Board,  SBC  and  CFTC,  and  the  Secretary  of  the  Treasury. 
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standards  espoused  by  the  Working  Group  in  implementing  its 

delegated  margin  authority. 

Zn  addition,  please  coament  on  the  sufficiency  of 
capital  requirements,  both  current  and  proposed,  set  by 
other  regulatory  agencies  as  they  relate  to  derivative 
activities  of  institutions.   Do  you  feel  the  current 
capital  standards  are  adequate? 

Unlike  banking  regulatory  capital  requirements,  the  capital 
requirements  of  the  CFTC  and  the  SEC  are  so-called  "liquid 
capital"  rules.   That  is,  the  CFTC  and  SEC  capital  rules  are 
designed  to  assure  that  assets  can  be  readily  marshalled  and 
liquidated  in  an  emergency  situation  for  the  protection  of 
customers  and  other  creditors.   Currently  the  capital  charge  for 
unsecured  credit  risk  is  100%.   This  renders  most  OTC  derivative 
activities  within  the  regulated  entity  prohibitively  costly. 

Relevant  aspects  of  the  CFTC's  calculation  of  regulatory 
capital  also  are  harmonized  with  SEC  requirements.   For  example, 
the  CFTC  follows  the  SEC  "haircuts"-'  for  the  market  risk  of 
proprietary  positions  in  instmments  subject  to  SEC  jurisdiction. 
The  CFTC  currently  does  not  permit  its  regulatees  to  grant  OTC 
commodity  options  and  charges  significant  haircuts  for  forward 
contract  obligations.   Like  the  SEC,  the  CFTC  is  exploring 
whether  changes  should  be  made  in  its  minimum  capital  require - 


-'  A  "haircut"  is  a  deduction  taken  in  a  firm's  capital  computa- 
tion in  order  to  account  for  specific  risks  and  uncertainties  3ind 
is  enumerated  in  regulatory  capital  rules.  The  intended  regulatory 
result  is  that  a  firm's  capital,  after  the  deduction  of  all 
required  haircuts,  will  be  the  amount  of  liquid  capital  a  firm  l-.as , 
after  a  reserve  has  been  set  aside  for  market  contingencies. 
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ments  or  separate  requirements  should  be  adopted  to  accommodc ce 
certain  types  of  OTC  activity  without  harm  to  the  prudential 
protections  in  place. 
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QUESTION  3     Please  discuss  the  types  of  dealers  and  end-users 
of  derivatives  that  are  not  regulated  in  amy  man- 
ner.  Do  you  feel  that  the  derivative  activities 
of  such  dealers  emd  end-users  should  be  regulated? 

This  is  an  area  in  which  the  CFTC  finds  the  data  currently 
available  to  be  insufficient.   However,  the  CFTC  Study  provides 
some  information  concerning  the  nature  of  dealer  and  end-user 
participation  in  the  OTC  derivative  marketplace.   As  indicated  in 
the  Study,  based  upon  available  data  concerning  activities  of 
U.S. -based  swaps  dealers  as  of  year-end  1992,  commercial  banks' 
positions  were  from  three  to  five  times  larger  than  those  of 
either  non-banks  or  U.S.  units  of  foreign  dealers.   (CFTC  Study 
at  26) .   End-users  include  financial  institutions  (commercial 
banks,  thrift  institutions,  insurance  companies,  and  financial 
subsidiaries  of  corporations) ,  government  agencies  and  corpora- 
tions.  The  data  availaible  are  insufficient  to  permit  determina- 
tion of  the  exact  extent  of  participation  by  unregulated  dealers 
and  end-users  in  OTC  derivatives. 

The  CFTC  Study  notes  that  concerns  have  been  expressed  about 
apparent  concentrations  of  OTC  derivatives  activity  in  large 
dealers,  some  of  whom  are  unregulated.   (CFTC  Study  at  114-15, 
129) .   The  report  identifies  information  needs  with  respect  to 
dealer  activity  as  an  area  for  exploration  by  federal  regulators 
on  a  coordinated,  interagency  basis.   Thus,  the  Commission  has 
not  made  any  recommendations  concerning  regulation  of  derivative 
dealers  or  end-users  and  believes  that,  as  a  preliminary  matter. 
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information  gaps  and  sources  should  be  identified  and  explored. 
The  Study  also  notes,  however,  that  federal  regulators  may  have  a 
role  in  encouraging  sound  internal  control  practices  by  both 
dealers  and  end -users  and  supports  further  review  of  this  area  by 
federal  regulators.   (CFTC  Study  at  134-35). 

With  respect  to  CFTC- regulated  futures  and  commodity  options 
traded  on  regulated  exchanges,  there  is  no  dealer  activity  since 
all  transactions  must  be  effected  through  the  exchange  market- 
place.  Brokerage  firms  are  required  to  be  registered  with  the 
CFTC  and  are  subject  to  various  regulatory  requirements,  as  more 
fully  described  aibove.  The  futures  regulatory  framework  general- 
ly does  not  provide  for  regulation  of  end -users  but  imposes 
speculative  position  limits  or  position  accountadsility  require- 
ments that  are  designed  to  provide  protection  against  price 
manipulation  and  requires  reporting  of  the  positions  of  large 
traders  to  facilitate  market  surveillance.   The  futures  regula- 
tory frsunework  also  prevents  access  of  certain  retail  customers 
to  the  OTC  marketplace. 
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QUESTION  4     'please  discuss  the  benefits  that  may  be  realized 
from  utilizing  derivative  Instrusents,  such  as 
using  thea  for  risk  management  and  asset- liability 
management  purposes. 

Could  the  development  and  use  of  derivative  prod- 
ucts by  savings  and  loems  (S6Ls)  and  others  have 
helped  to  prevent  the  S&L  crisis?   For  example, 
could  the  use  of  Interest  rate  swaps  by  S&Ls  have 
helped  them  to  sufficiently  control  duration  and 
Interest-rate  mismatches?   (Especially  mismatches 
due  to  long-term  mortgage  assets  yielding  low 
Interest  rates  being  combined  with  short-term 
liabilities  commanding  high  Interest  rates.) 


Derivative  instruments  in  their  various  forms  provide  a  wide 
range  of  benefits  to  market  participants.   For  the  past  130 
years,  futures  contracts  on  agricultural  commodities  have  repre- 
sented a  common  form  of  derivative  instrument  in  this  country. 
The  benefits  of  these  contracts  to  those  involved  in  agriculture 
are  well  known.   By  establishing  positions  in  the  futures  markets 
opposite  to  cash  market  positions  or  obligations,  participants  in 
agricultural  markets  have  been  able  to  reduce  their  exposure  to 
price  changes.   For  excimple,  by  establishing  a  short  position  in 
the  Chicago  Board  of  Trade  wheat  contract,  an  Illinois  grain 
elevator  operator  can  offset  losses  on  his  inventory  of  wheat, 
due  to  a  fall  in  price,  through  gains  that  accrue  to  his  futures 
position.   The  long-term  user  of  futures  contracts  to  hedge  cash 
market  price  exposure  benefits  through  the  stabilization  of 
revenue  flows.   In  addition  to  the  direct  benefits  of  hedging  to 
users  of  futures  markets,  others  in  the  marketplace  benefit  from 
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the  price  discovery  function  of  futures  markets.   By  providing 
continuous,  well -publicized  prices,  futures  markets  provide 
information  to  all  individuals  involved  in  the  trading,  produc- 
tion and  marketing  of  interests  on  which  futures  contracts  are 
traded. 

Futures  on  financial  instruments  and  foreign  currencies 
provide  comparable  risk  management  opportunities  to  individuals 
and  businesses  facing  uncertain  price  exposure.   Thus,  a  furni- 
ture manufacturer  in  North  Carolina  or  an  automobile  manufacturer 
in  Michigan  that  exports  goods  to  foreign  countries  is  able  to 
offset  its  exposure  to  exchange  rate  changes  in  much  the  seune  way 
as  those  in  the  agricultural  industry  are  sible  to  manage  risk 
using  the  futures  markets.   Similarly,  banks  which  hold  portfo- 
lios of  bonds  are  able  to  offset  their  exposure  to  interest  rate 
changes . 

In  addition  to  the  traditional  use  of  futures  as  a  hedge 

against  a  cash  market  position,  investment  managers  employing 

modern  portfolio  management  theories  now  use  futures  to  manage 

the  overall  risk-return  profile  of  cash  portfolios  by  adding 

> 
exposures  to  sectors  not  represented  in  those  portfolios.   For 

instance,  a  portfolio  manager  holding  a  portfolio  of  stocks  might 

adjust  the  risk- return  profile  of  the  portfolio  by  establishing  a 

position  in  bond  futures.   By  diversifying  the  portfolio  in  this 

manner,  losses  in  the  stock  market  might  be  offset  by  gains  in 

the  other  sectors.   Holders  of  bond  portfolios  have  also  found 
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futures  contracts  to  be  an  efficient  way  of  adjusting  the  dura- 
tion of  their  portfolios. 

More  recently,  the  scope  of  derivative  products  has  broad- 
ened.  For  example,    in  the  past  decade,  exchainge  traded  options, 
swaps  and  hybrid  instruments  have  been  added  to  the  mix  of 
derivative  instnoments  availaible  to  market  participeuits.  Many  of 
the  benefits  associated  with  these  contracts  are  similar  to  those 
associated  with  futures  contracts  --  that  is,  they  allow  users  to 
manage  price  exposure  risk.   However,  they  differ  from  futures  in 
that  they  allow  users  to  fine  tune  their  risk  mamagement  activi- 
ties to  a  greater  degree  than  is  easily  accomplished  with  futures 
contracts. 

As  an  example,  swaps  contracts  are  agreements  between  two 
parties  to  swap  different  payment  streauns.   For  exan^le,  a 
payment  stream  based  on  a  fixed  interest  rate  (say,  8%)  may  be 
exchanged  for  a  payment  streeun  based  on  a  variable  interest  rate 
(e.g. ■  the  current  3-month  Treasury  bill  rate  plus  0.5%).   The 
price  exposure  involved  with  these  contracts  is  similar  to  that 
Involved  with  futures  contracts.   A  significant  difference 
between  swaps  and  exchemge  traded  futures,  however,  is  that  swaps 
can  be  fully  customized,  for  exaunple,  as  to  contract  size  and 
underlying  instmment,  to  meet  the  particular  needs  of  the 
counterparties.   Futures  contracts,  by  contrast,  as  historically 
traded  on  exchange  markets,  are  highly  standardized,  a  feature 
which  permits  liquidation  of  contracts  through  offset  on  a 
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multilateral,  anonymous  basis,  and  substitution  of  the  clearing 
organization  as  the  universal  counterparty  and  guarantor  of  all 
cleared  contracts. 

Hybrid  instmments  combine  equity,  debt  or  depository  inter- 
ests with  commodity  futures  or  option  elements.   These  instru- 
ments enable  issuers  to  both  raise  capital  and  manage  risk.   For 
example,  an  oil  company  can  issue  a  hybrid  bond  which  pays  annual 
interest  but  also  ties  the  principal  repayment  to  the  price  of 
oil.   That  is,  if  the  price  of  oil  rises,  a  larger  repayment  is 
made.   Such  an  instrximent  may  allow  the  oil  compamy  to  issue  the 
bond  at  a  lower  interest  rate  since  the  instrument  represents  a 
better  credit  risk  because  the  company  is  asked  to  pay  more  when 
it  is  in  a  position  to  do  so  and  less  when  it  is  not.   Similarly, 
hybrids  were  issued  in  connection  with  the  Brady  Plan  such  that 
more  money  would  be  repaid  if  the  value  of  specified  commodities 
in  such  countries  increased,  thereby  facilitating  repayment  of 
debt  owed  U.S.  institutions  by  certain  less -developed  countries. 

While  the  S&L  crisis  of  the  1980s  involved  myriad  forces  and 
evencs  including  mismanagement,  fraud,  and  regulatory  changes, 
most  knowledgeable  observers  of  the  S&L  industry  would  agree  that 
the  precipitating  cause  of  the  crisis  was  the  unprecedented 
increase  in  interest  rates  in  general,  and  the  increase  in  short- 
term  rates  versus  long-term  rates  in  particular,  that  occurred 
during  the  late  1970s  and  early  1980s.   Knowledgeable  use  of 
derivative  products  such  as  interest -rate  futures,  options  and 
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swaps  might  have  eased  the  financial  strain  that  many  S&Ls 
endured  as  a  result  of  this  increase  in  interest -rate  volatility. 
This  potential  utility  was  recognized  by  federal  bank  and  S&L 
regulators,  who  early  on  approved  the  use  of  interest -rate 
futures  and  options  for  purposes  of  reducing  interest -rate  risk 
exposure.   At  the  same  time,  however,  it  appears  that  in  at  least 
some  cases,  S&Ls  engaged  in  derivative  activity  without  effective 
internal  management  controls  to  assure  that  such  trading  was 
conducted  in  accordance  with  sound  risk  management  policies  and 
losses  were  increased  as  a  result;  and  in  other  cases,  hedging 
strategies  did  not  take  into  account  prepayment  risk. 

To  summarize,  derivative  instruments  have  been  actively 
traded  in  this  country  for  approximately  130  years.   The  primary 
purpose  of  these  instruments  is  to  manage  exposure  to  price 
risks,  whether  through  hedging  by  offsetting  the  price  exposure 
of  a  cash  position,  or  through  portfolio  management  techniques. 
Thus,  if  used  properly,  derivative  instruments  can  be  an  impor- 
tant tool.   This  requires  that  users  have  a  full  understanding  of 
the  risks  and  benefits  involved  in  their  use,  particularly  in 
light  of  the  increasingly  broad  spectrum  of  derivative  instru- 
ments and  their  increasing  complexity.   As  the  CFTC's  Study 
reflects,  it  is  also  importamt  to  distinguish  between  derivative 
transactions  undertaken  in  a  comprehensively  regulated  environ- 
ments, such  as  futures  exchanges,  and  transactions  undertaken 
pursuant  to  exemptions  from  regulation  or  that  are  wholly  unregu- 
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lated.   As  the  Study  notes,  in  exempted  or  unregulated  transac- 
tions, markets  users'  individual  internal  management  controls 
take  the  place  of  otherwise  applicsible  regulatory  protections  to 
a  significant  extent  and  thus  are  important  for  the  protection  of 
both  the  individual  market  user  and  its  counterparty. 
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QTTSSTIon  5     a)  What  are  your  prlaary  regulatory  concema  re* 
garding  derivative  activities  regulated  by  your 
agency? 

The  Conoission' s  regulatory  regime  for  exchange  marketplaces 
addresses  the  financial  integrity  of  the  market,  custosner  protec- 
tion, and  the  efficiency  of  the  market. 

The  finamcial  integrity  of  transactions  on  CFTC- regulated 
exchange  markets  is  supported  by  requirements  applicaible  both  to 
intermediaries  acting  for  customers  in  regulated  transactions 
(FCMs)  and  to  the  exchajiges  on  which  such  transactions  are 
executed.   FCMs  are  subject  to  minimum  capital  requirements, 
financial  reporting  requirements,  and  customer  funds  protections. 
The  integrity  of  transactions  effected  on  exchange  markets  is 
also  supported  by  clearing  organizations,  which  clear,  settle  and 
guarantee  the  performance  of  obligations  to  their  clearing 
members.   These  organizations  are  subject  to  the  oversight  of  the 
CFTC,  including  review  of  clearing  organization  rules.   Margin 
requirements  are  also  a  key  financial  protection.   The  futures 
exchanges,  in  addition  to  requiring  standing  margin  for  each 
futures  contract,  also  make  daily  (or  even  intraday)  mark-to- 
market  settlements  that  distribute  all  profits  and  losses  accrued 
each  day.  Credit  risk  is  thus  eliminated  from  the  clearing 
system  on  a  daily  basis. 

The  CEA  and  CFTC  rules  require  execution  of  futures  transac- 
tions by  open  outcry  or  other  methods  which  are  open  and  competi- 
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tive,  and  prohibit  wash  sales,  fictitious  trades  and  other 

abusive  trading  activities.   In  addition,  the  CPTC  requires 

markets  subject  to  regulation  to  disseminate  publicly  information 

on  price  and  volume  of  transactions  and  to  maintain  records  of 

transactions  to  permit  reconstruction  of  trading  and  detection  of 

abuses . 

Market  efficiency  concerns  are  addressed  through  the  review 

of  new  products,  prohibition  of  certain  trade  practices  and 

market  surveillance  programs.   A  futures  or  option  contract  may 

not  be  traded  until  it  has  been  designated  for  trading  by  the 

CFTC.   The  designation  process  includes  a  review  of  contract 

terms  and  conditions  to  determine  whether  trading  in  the  proposed 

contract  would  be  susceptible  to  manipulation.   In  addition  to 

regulations  designed  to  promote  market  efficiency,  the  CFTC 

maintains  a  market  surveillance  program  to  detect  possible 

congestion.   Market  surveillance  is  conducted  directly,  using 

position  reports  which  all  large  traders  are  required  to  file 

with  the  Commission. 

b)  Do  you  believe  that  any  fundamental  changes  in 
the  current  regulatory  frajnework  for  institutions 
using  financial  derivatives  is  needed  at  this 
time? 

The  CFTC  Study  does  not  recommend  fundaunental  changes  in  the 
current  financial  regulatory  framework  for  OTC  derivatives. 
However,  the  Study  reviews  a  number  of  potential  risks  of  OTC 
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derivatives  activity,  considers  the  nature  amd  extent  of  the 
regulation  of  OTC  derivatives  activity,  and  addresses  the  poten- 
tial in^lications  of  OTC  derivatives  activity  for  the  markets  and 
intermediaries  subject  to  CFTC  regulation  amd  that  of  other 
federal  regulators  in  light  of  the  complex  relationships  between 
OTC  derivatives  transactions  and  regulated  markets  emd  intermedi- 
aries.  Based  upon  this  review,  and,  in  particular,  the  cross- 
jurisdictional  nature  of  the  potential  concerns  raised  by  OTC 
derivatives  activity,  the  Commission  has  recommended  the  estaUd- 
lishment  of  an  interagency  council  to  identify  comnon  regulatory 
issues  and  foster  regulatory  coordination  in  this  area.   In  light 
of  the  difficulty  of  obtaining  even  basic  information  about  OTC 
derivative  transactions,  the  CFTC  Study  suggests  that  am  early 
focus  of  such  coordination  might  be  identification  of  information 
gaps  and  data  needs  and  specifies  issues  relevant  to  information 
access  for  further  review.   The  CFTC  Study  also  identifies  issues 
relating  to  pricing,  disclosure  and  risk  valuation;  internal 
controls;  and  clearing  facilities  for  OTC  derivatives  as  agenda 
items  for  coordinated  review.   The  Study  stresses  that  am  inter- 
agency coordinating  mechanism  such  as  recommended  by  the  Consnis- 
sion  is  not  intended  to  take  the  place  of  the  individual  initia- 
tives of  the  relevant  regulators  but  to  supplement  those  individ- 
ual efforts  in  areas  of  common  interest  (or  where  additional 
authority  may  be  necessary) .   Specific  recommendations  are 
discussed  in  greater  detail  in  Chapter  IV  of  the  CFTC  Study. 
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QUBSTIOM  6     l8  there  adequate  coordination  between  U.S.  and 
foreign  regulators  to  regulate  rlsJca  associated 
with  derivatives?   Does  the  BIS  report  of  J^rll 
1993  address  all  of  your  agency's  concerns  in  this 
area? 

To  date,  the  Commission  is  a  party  to  twenty- one  agreements 
with  twelve  foreign  jurisdictions  to  cooperate  on  a  range  of 
supervisory  and  enforcement  matters.   Moreover,  certain  of  these 
arrangements  specifically  address  the  financial  supervision  of 
firms  involved  in  cross-border  transactions  and  facilitate 
assessments  of  risks  to  U.S.  futures  commission  merchants  related 
to  their  affiliates  in  other  jurisdictions. 

Regardless  of  whether  formal  arrangements  with  specific 
jurisdictions  exist,  the  Commission  continues  to  share  informa- 
tion and  cooperate  on  matters  intended  to  ensure  the  integrity  of 
the  financial  marketplace  for  which  it  has  jurisdiction  with 
foreign  regulatory  and  self -regulatory  authorities  around  the 
world.   Forums  such  as  the  International  Organization  of  Securi- 
ties Commissions  CIOSCO"),  whose  purpose  is  the  development  of 
international  consensus  on  regulatory  issues  affecting  cross- 
border  financial  services,  provide  additional  opportunities  for 
regulatory  authorities  to  address  matters  of  current  common 
concern.   For  example,  an  October  1992  IOSCO  report  in  which  the 
Commission  participated  noted  that  the  traditional  approach  of 
securities/futures  regulation  to  the  prudential  regulation  of 
regulated  firms  should  be  supplemented  through  an  assessment  of 
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the  risks  which'  the  rest  of  the  financial  conglomerate  (in 
particular,  unregulated  entities)  poses  for  the  regulated  securi- 
ties/futures firm.   The  report  contains  eight  principles  related 
to  the  proper  supervision  of  such  conglomerates. 

Nevertheless,  because  derivative  markets  are  global,  regula- 
tors share  information  related  to  particular  firms  subject  to 
their  jurisdiction.   Currently,  an  IOSCO  working  group,  of  which 
the  Commission  is  an  active  participant,  is  considering  issues  of 
regulatory  concern  in  relation  to  financial  institutions  active 
in  the  derivative  markets  and  matters  about  which  securities 
regulators  need  to  be  concerned  in  pursuing  their  regulatory 
objectives.   Although  banking  supervisors  in  forums  such  as  the 
Bank  for  International  Settlements  (BIS)  have  recently  published 
proposals  related  to  addressing  derivatives  risks  for  banks,  we 
believe  that  efforts  such  as  IOSCO' s  to  address  issues  of  specif- 
ic concern  in  connection  with  securities/futures  firms  active  in 
the  derivatives  market  will  add  significant  value  to  the  current 
discussion  on  derivatives  risk. 

Domestic  and  foreign  regulators  agree  that  there  could  be 
improvement  in  moving  toward  a  common  bankruptcy  treatment  for 
OTC  derivatives  and  that  accounting  disclosures  for  financial 
instruments  should  be  conformed. 
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QUESTION  7     It  has  been  stated  that  it  is  not  always  clear 
whether  a  derivatives  product  is  a  futures  or 
coanoodity  option  contract  subject  to  the  jurisdic- 
tion of  the  CFTC,  a  security  subject  to  regulation 
by  the  SBC,  or  a  traditional  banking  product  sub- 
ject to  regulation  by  the  federal  banking  regula- 
tors.  Therefore,  in  numy  cases,  regulatory  juris- 
diction is  often  claimed  by  several  of  these  agen- 
cies.  Please  comment  on  this  issue  and  on  the 
decisions  made  by  legislators  and  courts  regarding 
this  issue. 


In  recent  years,  marketplace  innovations  have  produced  so- 
called  "hybrid"  products  which,  by  combining  elements  of  futures 
contracts  or  commodity  options  with  debt  or  bank  depository 
interests,  have  given  rise  to  questions  as  to  which  regulatory 
framework  would  apply  to  the  product.   As  discussed  more  fully  in 
response  to  Question  1,  the  CFTC  has  undertaken  a  variety  of 
initiatives  to  clarify  the  status  of  hybrid  instrvunents  includ- 
ing, most  recently,  issuance  of  revised  hybrid  rules,  effective 
February  22,  1993,  which  provide  for  regulation  of  hybrid  instru- 
ments in  accordance  with  the  regulatory  framework  applicable  to 
the  dominant  component  of  the  instrument.   The  exemptive  author- 
ity granted  the  CFTC  under  the  FTPA  assures  that  it  will  have  the 
legal  tools  necessary  to  address  issues  that  may  arise  in  the 
future  concerning  the  regulatory  status  of  new  forms  of  hybrid 
instrvunents. 
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QUESTIOH  8     llecently  published  reports  on  derivative  activi- 
ties, such  as  the  July  1993  Group  of  Thirty  report 

entitled  Derivatives: Practices  and  Prinelplaa 

and  the  Kay  1993  Institute  of  International  Fi- 
nance, Inc.  (IIP)  report  entitled  An  Integrated 
Reoulatorv  Approach  to  Derivatives  Activities 
stress  the  ioportance  of  internal  controls  over 
regulation  in  aany  areas.   Bowever,  the  Group  of 
Thirty  report  has  been  criticized  by  some  for 
relying  too  heavily  on  industry  self -regulation. 

a)    Regarding  banks,  the  IIP  report  states,  for  exam- 
ple, that  ^ffpicg  themselves  should  develop  trading 
and  credit  policies  that  set  their  own  risk  lim- 
its.  Do  you  think  that  such  maximum  risk  limits 
should  be  set  by  institutions  or  by  regulators? 

The  Commission  believes  that  the  views  of  the  banking  regu- 
lators should  be  given  great  weight  in  considering  this  proposal. 
However,  the  Commission's  experience  in  futures  market  regulation 
may  have  some  relevance.   In  the  futures  industry,  three  levels 
of  credit  policies  and  risk  limits  exist.   First,  private  firms 
establish  credit  policies  and  risk  limits  as  part  of  their  ordi- 
nary business  decisions.   For  example,  futures  commission  mer- 
chants (FCMs)  perform  credit  checks  and  establish  risk  (position) 
limits  for  their  customers.   Second,  self -regulatory  organi- 
zations (SROs) ,  such  as  the  exchanges,  clearinghouses,  and  the 

t 
National  Futures  Association,  enforce  through  their  audit  pro- 

greuns  capital  requirements  (a  form  of  credit  limit)  ,  which  must 
be  at  least  equivalent  to  those  of  the  Commission  and  may  in- 
crease or  decrease  based  upon  positions  being  carried  by  the  FCM 
for  customers.   The  Commission  monitors  the  activities  of  SROs  to 
ensure  that  they  perform  their  monitoring  duties.   Finally,  the 
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Commission  esteUolishes  and  enforces  its  ovm  set  of  capital  rules. 
This  three- tier  structure  has  been  successful  in  that  it  is  rare 
that  public  customers  lose  money  as  the  result  of  the  insolvency 
of  a  registered  FCM. 

It  is  our  understanding  that  the  banking  regulators'  propos- 
als on  risk-based  capital  are  intended  to  address  and  limit  bank 
risk  exposures. 

b)  In  general,  to  what  extent,  and  in  what  areas,  do 
you  think  regulators  should  rely  on  internal  con- 
trols versus  regulatory  requirements? 

Generally,  with  respect  to  those  entities  subject  to  their 
regulatory  authority,  regulatory  requirements  assume  that  ade- 
quate internal  controls  exist.   For  example,  the  securities  and 
futures  capital  and  reporting  rules  require,  as  an  adjunct  to 
required  certified  audits  of  financial  condition  of  their  regu- 
lated entities,  a  report  on  material  inadequacies  in  the  internal 
controls  necessary  to  maintain  adequate  capital  and  required 
customer  funds  protections. 

c)  Do  you  feel  that  any  of  the  "Recoumendations  for 
Dealers  euid  End-Users"  contained  In  the  Group  of 

;  Thirty  report  (Recommendations  1-20)  should  be 
formally  mandated  by  regulation?   Please  comment 
on  the  different  issues  addressed  in  the  recommen- 
dations with  specificity. 

The  Group  of  Thirty  has  provided  valuaQsle  guidance  as  to 
what  should  be  the  industry's  best  practice  with  respect  to  the 
management  of  OTC  derivative  risks  of  the  types  identified  by  the 
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Commission  in  its  report.  A  primary  concern  of  regulators  is 
that  such  practices,  many  of  which  (such  as  marking- to -market  and 
separation  of  functions)  are  required  for  regulated  entities 
subject  to  CFTC  jurisd;iction,  are  not  universally  followed.  The 
Commission  has  proposed  the  establishment  of  am  interagency  task 
force  to  discuss,  ounong  other  subjects  relevant  to  OTC  deriva- 
tives activity,  how  best  to  encourage  internal  control  practices 
by  unregulated  dealers  and  end-users,  which  could  include  whether 
specific  controls  should  be  mandated.  The  Commission  would  note 
that  it  would  favor  provisions  by  regulated  entities  which 
encourage  non- regulated  counterparties  to  use  best  internal 
control  practices.  The  Commission  also  is  cooperating  with  the 
SEC  in  the  re -evaluation  of  relevant  capital  rule  provisions 
which  specifically  addresses  how  best  to  treat  credit  risk  in 
regulated  entities. 
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QUESTZOH  9     Pleasa  conmient  on  the  £our  "Recoamendations  for 
Legislators,  Regulators,  and  Supervisors"  con- 
tained in  the  July  1993  Group  of  Thirty  report 
(Recommendations  21-24)  as  they  are  relevant  to 
your  agency.   Please  comment  on  each  recommenda- 
tion separately. 

Although  the  subjects  addressed  in  proposals  21,  22,  and  24 
are  addressed  in  greater  detail  in  the  CFTC  Study,  the  Commission 
is  pleased  to  summarize  here  its  views  on  these  issues. 

First,  with  respect  to  netting  (proposal  21),  the  CFTC  has 
stated  that  settlement  risks  can  be  reduced  by  properly  designed 
payment  netting  arrangements.   Such  netting  can  be  accomplished 
through  a  clearinghouse,  which  reduces  settlement  system  flows 
because  each  clearing  member  makes  only  a  single  payment  repre- 
senting its  net  proprietary  obligation  and  net  customer  obliga- 
tion to  all  other  clearing  members.   No  clearinghouse  arrangement 
currently  exists  for  OTC  derivatives  transactions,  although  such 
proposals  have  been  discussed.   As  the  CFTC  Study  indicates,  the 
Commission  believes  that  OTC  clearing  arrangements  should  be 
further  discussed  by  interested  regulators  in  view  of  the  inter- 
market  interests  potentially  affected.   Separately,  the  Commis- 
sion currently  has  before  it  certain  exemptive  petitions  relating 
to  reduction  of  regulatory  requirements  for  certain  transactions 
between  specified  categories  of  participants  effected  and  cleared 
through  the  facilities  of  an  exchange.   These  petitions  may  raise 
regulatory  issues  relevant  to  the  clearing  of  non- conventional 
exchange  products. 
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With  respect  to  legal  and  regulatory  uncertainties  (proposal 
22),  the  CFTC  has  acted  to  clarify  the  legal  status  of  swaps, 
hybrids  and  certain  energy  contracts.   With  respect  to  tax 
treatment  (proposal  23),  the  CFTC  has  supported  addressing  the 
uncertainty  engendered  by  the  IRS's  interpretation  of  the  Supreme 
Court's  decision  in  Arkansas  Beat  v.  CommisaionAr   485  U.S.  212 
(1988).   (CFTC  Study  at  139-40). 

Finally,  with  respect  to  accounting  standards  (proposal  24) , 
the  CFTC  has  identified  accounting  standards  for  disclosure  of 
derivative  risk  as  an  area  for  coordinated  regulatory  attention. 
(CFTC  Study  at  133) . 
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QUESTIOH  10     Z£  the  July  1993  Group  of  Thirty  "Recoomendations 
for  Dealers  and  End-Users"  (Recommendations  1-20) 
are  not  laqplemented  by  regulation,  are  there  ade- 
quate mechanisms  In  place  to  ensure  that  such 
recommendations  will  be  self -lii^lemented?   Concern 
has  arisen  regarding  whether  or  not  one  cam   depend 
solely  on  the  forces  of  managerial  responsibility 
and  market  discipline  as  sufficient  Incentives  to 
motivate  firms  to  Incur  the  lJi9>lementatlon  costs 
of  the  recommendations.   Does  your  agency  believe 
that  mechanisms,  such  as  periodic  surveys  of  In- 
dustry practice,  a  timetable  for  Implementation, 
or  a  monitor  of  such  actions  are  warranted? 


There  can  be  no  assurance  that  the  Group  of  Thirty  "Recom- 
mendations for  Dealers  and  End-Users"  will  be  implemented.   Of 
course,  the  Group  of  Thirty  could  itself  establish  a  timeteible 
for  adoption  of  these  recommendations  and  monitor  and  report  on 
the  degree  of  compliance,  steps  which  it  has  undertaken  in  the 
case  of  its  recommendations  for  improved  settlement  procedures  in 
the  global  securities  markets.   In  part  because  there  may  be 
significant  differences  among  market  participants  in  the  extent 
to  which  they  maintain  effective  risk  management  and  internal 
control  procedures,  the  CFTC  supports  including  internal  controls 
on  the  agenda  of  the  interagency  coordinating  council  recommended 
in  its  OTC  derivatives  report. 
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QUESTZOH  11    Please  cosment  on  whether  institutions  should  be 
required  to  establish  separately-capitalized  sub- 
sidiaries to  conduct  derivative  activities. 


The  SEC  has  issued  for  public  comment  a  Concept  Release 
which  raises  several  questions  related  to  whether  existing 
capital  requirements  should  be  altered  to  make  OTC  derivative 
business  conducted  within  the  regulated  broker-dealer  (and,  as 
CFTC  follows  the  same  requirements,  FCMs)  less  costly.   A  deriva- 
tive products  company  (DPC)  is  a  special -purpose  company  designed 
to  achieve  a  credit  rating  higher  than  that  of  its  sponsoring 
company  by  insulating  itself  from  the  credit  risk  of  the  sponsor. 
Such  special  purpose  companies  may  be  more  desiraible  counter- 
parties for  credit- risk-averse  end-users  than  the  lower-rated 
sponsor  company.—'  To  date,  derivative  products  companies, 
primarily  owned  by  dealers  in  securities,  all  have  received 
triple-A  ratings. 

Currently,  many  regulated  entities  seek  to  do  such  business 
through  an  unregulated  affiliate  because  (1)  it  may  be  possible 
to  obtain  a  higher  credit  rating  for  such  entity  than  a  broker- 
dealer,  which  generally  is  rated  no  higher  than  "A";  and  (2)  it 
is  too  costly  to  undertake  such  business  in  the  broker-dealer. 
The  SEC  has  also  requested  comment  on  whether  to  establish  a 


— '   SeQ  generally.  CFTC  Study,  Working  Paper  6,  Descriptions  of 
Derivative  Product  Companies. 
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separate  regulatory  structure  for  DPCs.  We  looJc  forward  with 
interest  to  the  comments  on  these  issues. 

In  addition,  we  note  that  there  is  some  question  whether  the 
•separateness"  of  a  DPC  entity  will  be  honored  in  all  cases  of 
insolvency  and  as  to  the  potential  consequence  of  a  reduction  in 
the  credit  rating  of  such  an  entity. 
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QUESTION  12    a)   Do  you  believe  the  netting  provisions  con- 
tained in  the  Bankruptcy  Code,  FZRRSA,  and  FDICIA 
should  be  conformed  to  a  single  standard?  Do  the 
netting  provisions  in  these  statutes  adequately 
cover  all  situations?   If  not,  what  situations  do 
and  don' t  they  cover? 

To  the  extent  that  the  Commission  expressed  concern  with 
respect  to  FIRREA  and  FDICIA,  its  concern  was  that  they  not 
contravene  the  existing  priorities  for  the  disposition  of  the 
property  of  regulated  futures  brokers  under  the  Bankruptcy  Code 
and  the  Commodity  Exchange  Act.   These  dispositional  priorities 
protect  customer  funds  for  which  no  insurance  system  is  avail- 
able.  If  further  changes  were  to  be  made,  we  would  continue  to 
be  concerned  that  such  priorities  not  be  adversely  altered  as  a 
result . 

b)   Please  discuss  the  resolution  of  derivative 
contracts  in  the  failure  of  Drexel  Bumhaa  Leun- 
bert.   How  effective  were  the  current  legal  mecha- 
nisms, such  as  the  Bankruptcy  Code,  in  resolving 
the  contracts? 

The  disposition  of  derivative  transactions  of  Drexel  Burnham 
Lambert  Products  Corp.,  the  wholly-owned  swaps  trading  subsidiary 
of  Drexel  Burnham  Lambert  Group,  Inc.,  Drexel  Burnham  Lambert, 
Inc.,  a  registered  securities  broker-dealer,  and  related  Drexel 
entities  are  discussed  in  an  appendix  to  the  CFTC's  Study,  a  copy 
of  which  has  been  provided  herewith.   (See  Working  Paper  4  at 
pages  4-24  through  4-29  and  pages  4-45  through  4-47). 
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c)  How  did  th«  withdrawal  of  cartain  uncommlttad 
credit  lines  and  other  funding  difficulties  in  1991  for 
Saloaon  Brothers  resulting  froa  Oovemaent  Securities 
issue  effect  their  ability  to  meet  their  derivative 
obligations? 

The  reported  difficulties  of  Salomon  Brothers  related  to  its 
activities  in  the  government  securities  markets  in  1991  did  not 
result  in  any  CFTC  action  for  violations  of  Commission  regula- 
tions governing  futures  trading.   The  firm's  compliance  with 
financial  requirements,  such  as  segregation  of  customer  funds  and 
maintenance  of  adequate  net  capital  and  projected  capacity  to 
meet  demands  for  liquidity,  was  monitored  by  the  relevant  SROs, 
the  New  York  Stock  Exchange  and  the  Chicago  Board  of  Trade.  The 
CFTC  was  in  frequent  communication  with  the  firm,  the  SROs  and 
the  SEC  during  this  period. 
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QUESTION  13    Recommendations  contained  in  the  July  1993  Group 

of  Thirty  Report  (Recommendation  20)  and  elsewhere 
state  that  until  harmonized  accounting  and  disclo- 
sure standards  are  set,  certain  disclos\ires  should 
be  made  by  dealers  and  end-users.   Although  a 
disclosure  regarding  credit  risk  is  recommended,  a 
similar  disclosure  for  market  risk  is  not  men- 
tioned.  Should  a  s\2fflmary  measure  of  market-risk 
escposure  be  disclosed?   If  so,  what  form  should 
such  a  measure  take? 


Disclosure  of  market  risk  to  customers  (end-users)  buying  or 
selling  exchange  traded  futures  is  an  issue  of  great  importance 
to  the  CFTC  and  the  Commission  has  adopted  several  regulations 
designed  to  assure  adequate  disclosure  as  to  various  types  of 
products.   For  example,  Commission  Rule  1.55  requires  each  FCM 
and  introducing  broker  ("IB")  to  furnish  each  customer  with  a 
required  generic  risk  disclosure  statement  and  to  obtain  from 
each  customer  a  signed  acknowledgment  that  this  risk  disclosure 
statement  has  been  received  before  the  customer's  account  may  be 
opened.   This  statement  expressly  indicates  that  substantial 
losses  can  be  incurred  on  futures  contracts.   Customers  who  open 
managed  accounts  or  participate  in  collective  investment  vehicles 
(commodity  pools)  that  trade  futures  contracts  and  who  do  not 
meet  a  Commission  test  for  financial  capacity  and  sophistication 
also  must  receive  specified  risk  disclosures.   All  sales  of 
products  and  interests  in  investment  vehicles  regulated  by  the 
Commission  are  subject  to  anti- fraud  provisions. 
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Separately,  PCMs  are  currently  required  to  mark  all  posi- 
tions to  market  and  no  unsecured  credit  risk  is  permitted  under 
existing  capital  requirements. 

The  CFTC  Study  discusses  issues  relating  to  accounting  and 
disclosure  for  OTC  derivatives  and  recommends  that  regulators 
give  further  consideration  to  these  issues  on  a  coordinated 
basis. 
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QUESTION  14    Please  connnent  on  the  notion  of  establishing  a 

clearinghouse  offset  mechanism  for  swaps  transac- 
tions.  How  would  a  clearinghouse  offset  separate- 
ly effect  dealers  and  end-users?   Would  either 
benefit  more  than  the  other? 


Exchange  traded  futures  and  options  are  cleared  through 
clearinghouses  that  are  part  of  or  affiliated  with  the  futures 
exchanges  and,  like  the  exchanges,  those  clearinghouses  are 
subject  to  CFTC  regulation.   Because  the  clearinghouse  becomes 
the  buyer  to  every  seller  and  the  seller  to  every  buyer,  determi- 
nations as  to  the  creditworthiness  of  individual  counterparties 
are  not  an  aspect  of  exchange  trading.   During  1992,  over  359 
million  futures  and  options  transactions  were  cleared  on  CFTC- 
regulated  exchanges . 

As  discussed  above,  pursuant  to  exemptive  authority  granted 
in  the  FTPA  of  1992,  in  January  1993,  the  CFTC  issued  rules 
exempting  specified  categories  of  swaps  from  most  requirements 
under  the  CEA.   The  CFTC's  exemptive  provision  for  swaps  does  not 
preclude  clearing  facilities  for  swaps.   It  does,  however, 
require  that  proposals  for  multilateral  netting  facilities,  other 
than  those  limited  to  netting  of  payment  flows,  be  submitted  for 
review  by  the  CFTC.   In  requiring  that  multilateral  facilities  be 
limited  to  netting  of  payments,  absent  specific  exemption,  the 
Commission  nonetheless  recognized  the  potential  benefits  of 
clearing  systems  that  mutualize  risk  and  that  a  clearing  mecha- 
nism for  swaps  could  further  the  interests  of  the  public  as  well 
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as  swap  participants.   The  Commission  also  recognized,  however, 
that  the  regulatory  issues  presented  by  such  a  facility  would 
depend  materially  upon  the  facility's  design,  such  as,  for 
example,  the  extent  to  which  the  construction  of  such  a  facility 
is  consistent  with  the  minimum  standards  for  netting  systems 
recommended  by  the  Report  of  the  Committee  on  Interbank  Netting 
Schemes  of  the  Central  Banks  of  the  Group  of  Ten  Countries 
(Lounfalussy  Report) .^'  Therefore,  swap  clearing  mechanisms 
would  be  most  appropriately  evaluated  in  the  context  of  specific 
proposals,  and  the  swaps  exemptive  rule  provides  that  proposals 
for  such  systems  be  submitted  to  the  CFTC  for  review.   Separate- 
ly, the  Commission  identified  clearing  arrangements  for  OTC 
derivatives  as  am  area  for  possible  consideration  by  an  inter- 
agency coordinating  council.   (CFTC  Study  at  135). 


— '  Bank  for  International  Settlements,  Report  of  the  Committee  on 
Interbank  Netting  Schemes  of  the  Central  Banks  of  the  Group  of  Ten 
Countries  (November  1990) .  Seq  also.  Basle  Committee  on  Banking 
Supervision:  The  Prudential  Supervision  of  Netting,  Market  Risk 
and  Interest  Rate  Risk  (April  1993) . 
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QUESTION  15    Are  there  adequate  mech«misiii8  currently  In  place 

to  protect  unsophisticated  end-users  of  derivative 
products?   If  not,  what  are  your  reconmendations? 


As  discussed  above  in  the  answer  to  question  1,  customer 
protection  is  a  primary  goal  of  the  futures  regulatory  framework 
administered  by  the  CFTC.   This  framework,  which  includes  the  CEA 
and  CFTC  regulations,  among  other  things  requires  FCMs  to  sepa- 
rately account  for  customer  funds;  to  make  specified  risk  disclo- 
sures; to  supervise  accounts  and  the  personnel  soliciting  ac- 
counts; to  keep  adequate  books  and  records;  and  to  prevent  the 
use  of  information  about  customer  accounts  to  benefit  others.   In 
addition  to  Commission  rules,  exchange  and  NFA  rules  are  also 
directed  toward  protecting  customers.   Generally  speaking,  all 
firms  in  the  futures  industry  must  be  members  of  NFA,  and  NFA  has 
adopted  rules  addressing  issues  of  particular  concern  to  unso- 
phisticated customers,  such  as  advertising,  discretionary  ac- 
counts, and  disclosure  of  commissions,  fees  and  risks. 

The  CFTC  carries  out  an  active  progreun  to  enforce  the 
provisions  of  the  CEA  and  the  Commission's  own  regulations.   In 
addition,  the  CFTC  routinely  audits  exchange  and  NFA  enforcement 
of  their  own  rules,  including  those  in  the  sales  practice  area. 

When  violations  cause  customer  losses,  the  CEA  and  the 
Commission's  regulations  provide  several  forums  where  aggrieved 
customers  may  resolve  disputes:  federal  court;  arbitration;  and 
reparations,  the  CFTC's  own  specialized  forum  for  the  resolution 
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of  customer  con^laints.   Finally,  the  FTPA  authorized  the  Commis- 
sion to  award  restitution  of  customer  losses  in  administrative 
cases. 

To  the  extent  that  the  CFTC  has  exempted  transactions  in 
derivatives  from  this  regime,  the  exenptions  have  been  restricted 
to  transactions  between  sophisticated  and  high  net  worth  custom- 
ers or  entities. 


551 


The  Honoreible  James  A.  Leach 
Page  48 


QUESTION  16    Wbat  kind  of  stress  test  slnulatlons  do  you  recoa- 
mend  to  account  for  the  different  types  of  risk 
which  arise  as  a  result  of  financial  derivative 
activity? 


Stress  situations  increase  the  risk  of  counterparty  default 
and  of  cash  flow  disruptions.   In  designing  stress  test  simula- 
tions for  derivative  activity  generally,  the  experience  of  the 
futures  exchanges  and  clearing  organizations  may  provide  a 
helpful  frame  of  reference.   The  exchanges  and  clearing  houses 
have  instituted  several  types  of  simulation  analyses.   For 
example,  the  Chicago  Mercantile  Exchange  ("CME")  has  developed 
and  shared  a  portfolio  margin  model  called  "Standard  Portfolio 
Analysis  of  Risk"  or  "SPAN,"  that  specifically  accounts  for 
different  types  of  risk.   It  is  now  used  by  most  futures  and 
commodity  option  exchanges  in  the  U.S.  to  calculate  daily  the 
minimum  margin  levels  required  for  positions. 

SPAN  determines  margin  requirements  by  performing  simula- 
tions that  estimate  the  maucimum  potential  one-day  portfolio  loss 
that  might  occur  under  extreme  movements  in  the  underlying 
contract's  price.   SPAN  does  this  by  creating  a  risk  array  of  16 
different  scenarios  of  combinations  of  changes  in  price  and 
volatility  for  each  position.   The  model  then  scans  the  arrays 
and  selects  the  largest  portfolio  loss  as  the  margin  requirement. 
SPAN  was  recently  reviewed  by  Dr.  Paul  H.  Kupiec  of  the  Board  in 
his  paper  titled  "The  Performance  of  S&P  500  Futures  Product 
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Margins  Under  the  SPAN  Margining  System*,  which  provides  more 
detail  and  discusses  the  degree  of  protection  provided  by  SPAN. 

OTC  derivatives  are  not  executed  or  cleared  in  a  manner 
comparaJale  to  regulated  futures  transactions.  Thus,  additional 
factors  must  be  considered  in  designing  stress  test  simulations 
for  such  products.   For  example,  unlike  futures,  OTC  derivatives 
generally  are  not  stauidardized  and  lack  a  central  clearing 
organization;  stress  tests  would  therefore  have  to  be  designed  to 
accommodate  more  customized  products  and  would  need  to  encompass 
products  for  which  reference  prices  may  not  exist,  more  markets 
and  volatilities  than  exchange  traded  instruments,  the  individual 
creditworthiness  of  multiple  customers  and  the  degree  of  concen- 
tration of  transactions  with  particular  customers  and  of  types  of 
transactions. 
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QUESTION  17  Please  comment  on  your  agency's  views  of  the  prop- 
er use  and  level  of  collateral  in  derivative  tran- 
sactions. 


To  the  extent  that  OTC  derivative  transactions  are  bilater- 
al, privately  negotiated  contracts  between  sophisticated  counter- 
parties who  have  evaluated  each  others'  creditworthiness,  collat- 
eral for  their  obligations  to  each  other  would  be  a  matter  of 
private  negotiation.   However,  an  issue  that  has  been  raised  by 
regulators  and  noted  by  the  Commission  in  its  report  is  whether 
existing  accounting  disclosures  are  sufficient  for  counterparties 
to  assess  creditworthiness  accurately.   (See  CFTC  Study  at  117- 
18,  133). 

As  noted  in  response  to  Question  2,  generally  the  CFTC  is 
not  involved  in  setting  or  reviewing  margin  levels  except  for 
emergency  situations  and  with  regard  to  margins  for  stock  index 
futures  or  options  contracts. 
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QUESTION  18    Wh«n  assessing  a  count«zparty  for  credit  risk,  how 
much  relative  eaqphasis  should  be  placed  upon  fac- 
tors such  as  capital,  disclosure  and  credit  rat- 
ing?  For  exaa^le,  should  a  credit  rating  be  a 
proxy  for  capital? 


In  futures  markets,  it  is  unnecessary  for  a  customer  to 
assess  the  credit  of  the  counterparty  to  an  exchange  transaction 
and,  indeed,  it  is  effectively  impossible  to  do  so  because  the 
specific  counterparty  is  un3uiown.  The  clearing  organization 
becomes  the  buyer  to  every  seller  and  the  seller  to  every  buyer, 
thereby  substituting  the  credit  of  the  clearing  organization  for 
that  of  any  individual  counterparty.  Credit  risk  issues  relevant 
to  OTC  derivatives  are  discussed  in  Chapter  III  of  the  CFTC 
Study. 

It  is  convnon  practice  for  many  end-users  to  rely  on  a  credit 
rating  in  making  credit  determinations.   Credit  ratings  may  be 
easier  for  certain  end-users  to  rely  on  than  attempting  to 
independently  analyze  capital. 
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QUESTION  19    Are  executive  decisions  regarding  derivatives,  on 
average,  concentrated  In  too  few  Individuals  in 
each  Institution  to  catch  problems  In  a  timely 
manner?   Should  the  decision -making  process,  where 
derivatives  are  Involved,  be  decentralized  to 
enh^mce  Internal  controls? 


This  question  raises  important  issues  concerning  the  rela- 
tionship between  maintenance  of  effective  internal  controls  and 
management  expertise.   Generally,  senior  management  needs  to  have 
expertise  sufficient  to  evaluate  the  effectiveness  of  risk 
control  arrangements.   The  Commission  requires  effective  supervi- 
sion of  employees  of  regulated  firms  and  of  the  accounts  they 
handle. 

To  the  extent  decentralization  of  control  could  bypass 
managerial  review,  this  would  be  a  concern.   Issues  relating  to 
internal  controls,  and  the  extent  to  which  federal  regulators 
have  a  role  in  encouraging  sound  practices  in  this  area,  have 
been  identified  by  the  Commission  in  the  CFTC  Study  as  areas  that 
may  benefit  from  consideration  on  an  interagency  basis.   (CFTC 
Study  at  134-35) . 
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QUESTION  20    Do  condensation  policies  currently  in  place  ade- 
quately discourage  undue  risk-taking?   For  exam- 
ple, if  employees  benefit  financially  from  risk- 
taking  in  a  direct  manner,  how  is  such  risk-taking 
controlled? 


Issues  relating  to  the  relationship  between  compensation 
policies  and  risk-taking  have  been  raised  in  the  context  of  the 
potential  impact  of  such  policies  upon  corporate  financial 
decision -making.   In  the  context  of  futures  brokerage  activity, 
trading  activity  for  customer  accounts  must  be  specifically 
authorized  or  undertaken  pursuant  to  a  grant  of  discretionary 
trading  authority.   In  the  context  of  comnodity  trading  advisors 
and  commodity  pool  operators  who  trade  on  a  discretionary  basis 
for  customers,  the  CFTC  requires  disclosures  about  trading 
methodology,  track  records  and  other  matters  relevant  to  the 
trading  activities  to  be  undertaken. 

The  Commission  does  not  prohibit  compensation  based  on 
performance  for  regulated  trading  advisors  who  must  disclose 
their  fees  and  trading  strategies.   In  the  case  of  compensation 
policies  of  end-users  who  use  OTC  derivative  markets,  the  con- 
cerns may  be  different  than  in  the  case  of  financial  profession- 
als. 
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QUESTION  21    Miat  !•  the  I«v«l  of  systemic  risk  resulting  from 
derivative  activities?  Do  you  agree  with  those 
who  assert  that  derivative  activities  are  concen* 
trated  in  too  few  institutions? 


The  CFTC  Study  discusses  a  number  of  potential  risks  arising 
from  OTC  derivatives  activity,  including  risks  that  originate 
from  the  activities  of  specific  firms  as  well  as  risks  that  arise 
from  OTC  derivatives  activity  generally.   (CFTC  Study,  Chapter 
III) .   As  the  report  notes,  systemic  risk  is  generally  defined 
broadly,  to  include  the  risk  that  a  disruption,  whether  at  a 
firm  or  a  market  segment,  for  example,  will  cause  widespread 
difficulties  at  other  firms,  in  other  market  segments,  or  in  the 
financial  system  as  a  whole.  The  breadth  of  this  definition, 
coupled  with  the  inadequacy  of  available  information  about  the 
nature  and  scope  of  derivatives  activity,  preclude  precise 
answers  about  levels  of  systemic  risk.   However,  the  CFTC  Study 
reflects  the  conclusion  that  the  potential  linkages  among  deriva- 
tives, organized  exchange  markets  and  underlying  cash  markets, 
and  the  resulting  potential  risks  to  regulated  markets  and 
intermediaries,  raise  issues  that  warrant  consideration  by 
federal  financial  regulators  on  a  coordinated  basis. 

The  Commission  discusses  risk  concentration,  market,  credit 
and  other  potential  risks  arising  from  derivatives  activities  in 
Chapter  III  of  its  Study. 
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QT7BSTI0M  22    Cash  liquidity  risk  for  a  tirm   appears  to  be  of 
greater  concern  the  greater  is  a  firm's  involve- 
ment in  derivative  activities,  the  greater  is  its 
reliemce  on  short-term  funding,  the  lower  is  its 
credit  standing,  and  the  more  restricted  is  its 
access  to  central  bank  discount  or  borrowing  fa- 
cilities.  Therefore,  in  contrast  to  depository 
institutions  who,  aunong  other  things,  have  access 
to  the  discount  window,  securities  firms  may  find 
cash  management  re<juirements,  such  as  maintaining 
margin  requirements,  arising  from  large  derivative 
portfolios  to  be  more  challenging.   Con^ared  to 
depository  institutions,  how  does  the  less  liquid 
nature  of  the  security  business  effect  its  deriva- 
tive activities  and  the  risks  associated  with  such 
activities? 


This  question  is  better  answered  by  banking  regulators  and 
by  the  SEC.   However,  the  CFTC  would  note  that  in  its  experience, 
banks,  due  to  the  long-term  nature  of  their  business  activities 
and  lending  commitments,  are  not  necessarily  more  liquid  than 
securities  firms.   As  a  point  of  comparison,  we  note  that  broker- 
age firms  engaged  primarily  in  exchange  traded  futures  activity 
are  generally  more  liquid  than  any  other  financial  services 
firms.   Such  firms'  obligations  to  futures  customers  are  fully 
"secured"  by  segregated  funds  so  that  in  most  circiamstances  a 
"run"  on  the  firm  would  not  affect  the  ability  of  the  firm  to 
meet  customer  obligations. 

Most  brokerage  firms,  securities  as  well  as  futures,  are 
very  liquid,  as  their  balance  sheets  generally  consist  of  items 
that  are  short-term,  quite  marketable,  quickly  transferable 
and/or  easily  offset  in  a  matter  of  days.   In  addition,  regulato- 
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ry  net  capital  requirements,  which  include  risk  euid  illiquidity 
haircuts,  tend  to  encourage  liquidity  and  tend  to  encourage  firms 
to  place  illiquid  types  of  business  in  other  entities.  Drexel, 
Burnham,  Lambert  Inc.,  the  FCM  and  securities  broker -dealer,  is  a 
case  in  point.   EHiring  the  failure  of  DBL  Group,  the  parent 
company,  the  FCM/broker- dealer's  business  was  transferred  within 
a  matter  of  weeks. 

However,  the  speed  of  the  Drexel  liquidation  might  not  be 
matched  by  all  firms  engaged  in  derivative  activity,  particularly 
in  the  case  of  firms  which  are  involved  in  of f- exchange,  unregu- 
lated derivative  products  business.   Liquidity  in  such  cases 
would  depend  upon  the  nature  of  the  business  engaged  in  and  the 
specific  terms  of  their  contracts  with  counterparties,  including 
the  frequency  of  cash  settlement,  degree  of  leverage  employed, 
cash  collateral  arrangements  (margin) ,  duration  of  the  contracts 
and  the  opportunities  for  offset.  Also,  the  intact  of  market 
volatility  during  the  process  of  liquidation  would  be  an  impor- 
tant consideration. 

It  should  also  be  noted  that  the  use  of  derivatives  may 
enhance  a  firm's  liquidity.   For  example,  a  bank  or  securities 
dealer  with  positions  in  long-term  debt  securities  can  effective- 
ly reduce  the  maturity  of  such  positions  by  assuming  a  short  T- 
bond  futures  position,  purchasing  a  put  on  a  long-term  security 
or  entering  into  an  appropriately  structured  interest -rate  swap. 
Alternatively,  a  firm  generally  can  obtain  a  given  level  of 
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financial  market  exposure  with  less  cash  through  the  assumption 
of  a  derivatives  position  than  by  purchasing  securities  outright 


561 


The  Honorable  James  A.  Leach 
Page  58 


QUBSTIOH  23    Criticism  of  8p«culators  in  th*  derivativ*  aar- 
keta,  priaarily  axchanga  traded  derivatives  such 
as  currency  futures  and  options,  has  focused  on 
the  alleged  ability  of  such  speculators  to  manipu- 
late markets.   Concerns  have  also  arisen  as  to 
potential  depository  institution  exposure  as  a 
result  of  speculators'  activities.   Please  comment 
on  these  criticisms  and  whether  or  not  such  specu- 
lators should  be  subject  to  increased  regulation 
or  supervision. 


The  dollar  value  of  currency  futures  traded  on  the  CME,  the 
primary  U.S.  market  for  foreign  exchange  futures,  totals  aibout  $8 
billion  per  day.  This  represents  a  mere  eight -tenths  of  one 
percent  of  the  $1  trillion  daily  value  of  currencies  traded  in 
the  over-the-counter  foreign  exchainge  market.  Thus,  it  would  be 
anomalous  to  suggest  that  speculators  in  currency  futures  traded 
on  U.S.  exchanges,  even  if  they  held  all  of  the  open  interest, 
could  use  their  market  positions  to  manipulate  the  foreign 
exchange  market.   In  light  of  the  relative  size  of  the  futures 
markets  as  compared  to  the  cash  markets,  it  is  clear  that  the 
futures  markets  generally  reflect  the  cash  market  price. 

More  generally,  it  is  important  to  recall  that  speculators 
perform  an  important  economic  function  in  any  free  or  competitive 
market;  in  hedging  and  risk- shifting  markets  such  as  the  futures 
markets,  speculators  provide  needed  liquidity  by  assuming  the 
risks  that  hedgers  seek  to  shift.   Speculative  traders  thus  act, 
in  effect,  as  intermediaries  or  bridges  between  a  commercial  firm 
that  needs  to  hedge  its  price  risk  at  a  particular  point  in  time. 
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and  another  that  needs  to  hedge  an  opposite  price  risk  at  a  later 
date.   Speculators  are  willing  to  have  this  risk  transferred  to 
them  and  thus  reduce  the  uncertainty  and  risk  to  the  hedger. 
Secondly,  the  regulatory  structure  for  exchange  traded 
futures  and  options  is  designed  to  protect  against  manipulation 
of  both  futures  and  cash  prices.   For  excunple,  under  Sections 
5 (4)  and  5a(12)  of  the  CEA  and  Rule  1.41,  Commission  staff  review 
all  applications  to  trade  futures  and  options  contracts  and  any 
subsequent  rule  changes  to  ensure  that  the  terms  and  conditions 
serve  an  economic  purpose,  conform  to  commercial  practices, 
provide  for  adequate  deliverable  supplies,  and  are  not  readily 
susceptible  to  manipulation.   The  Commission  has  authority  to 
prosecute  manipulation  or  attempted  manipulation  in  civil  actions 
and  under  section  9 (a)  of  the  CEA,  manipulation  or  attempted 
manipulation  is  a  felony.   The  Commission  maintains  a  market 
surveillance  program  to  prevent  and  detect  price  manipulation, 
squeezes,  corners,  and  congestion.   Under  Rule  1.61,  the  contract 
markets  have  implemented  position  accountability  rules  regarding 
the  size  of  positions  held  by  speculators  in  the  foreign  currency 
futures  markets.   Commission  staff  monitor  positions  held  by  all 
large  traders,  hedgers  and  speculators  alike,  using  position 
reports  required  under  Part  17  of  the  regulations. 
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QUBSTXOir  24  What,  if  any,  •ff«ct  will  tlitt  d«po«ltor  prttfttrencs 
provision  of  th«  OBnibus  Budget  Reconciliation  Act 
of  1993  have  on  th«  d«rivativ«s  aarkat? 


To  the  extent  this  question  addresses  the  exchamge  futures 
markets,  the  depositor  preference  provision  of  the  1993  Omnibus 
Budget  Reconciliation  Act  will  enhance  the  security  of  customer 
funds  received  by  FCMs  in  connection  with  commodity  futures  and 
option  contracts  and  held  on  deposit  in  a  bank.  The  deposit 
protection  afforded  customers  under  this  provision  also  generally 
supports  the  overall  stability  of  the  banking  system. 

Insofar  as  this  question  addresses  the  effect  of  this 
provision  on  banks  participating  in  over-the-counter  derivatives 
activity  and  the  relationship  between  the  depositor  preference 
provision  with  other  relevant  banking  legislation,  the  Cootnission 
defers  to  the  expertise  of  the  agencies  responsible  for  incle- 
ment ing  such  legislation. 
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QUESTION  25    Please  provide  a  list  and  discussion  of  CFTC  pro- 
posals regarding  the  regulation  of  derivatives 
currently  \inder  consideration.   Also,  please  pro- 
vide, to  the  extent  possible,  a  discussion  of  the 
CPTC  study  currently  underway. 


The  CFTC  Study  includes,  as  noted  above,  a  recommendation 
for  establishment  of  an  interagency  task  force  to  explore  a 
number  of  areas  relevant  to  OTC  derivatives  activity.   The  Study 
recommends  a  number  of  specific  areas  for  consideration  by  such 
an  interagency  council,  including  information  access,  pricing 
disclosure  and  risk  valuation  issues,  internal  controls,  clearing 
facilities  for  swaps  and  the  scope  of  regulatory  oversight  in 
this  area,  particularly  with  respect  to  unregulated  dealers  in 
OTC  derivatives.   The  CFTC  Study  also  highlights  areas  relevant 
to  OTC  derivatives  activity  for  further  review  by  the  CFTC, 
including  issues  relating  to  clearing  facilities  for  swaps,  rules 
to  facilitate  risk  assessment  with  respect  to  affiliates  of  FCMs, 
review  of  Treasury  Amendment  issues,  and  review  of  the  Department 
of  Treasury's  proposed  regulations  concerning  the  tax  treatment 
of  business  hedges. 

The  Commission  appreciates  the  opportunity  to  comment  on 
these  issues. 

Sincerely  yours. 

Sheila  C.  Bair 
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PART  TWO:  A  REVIEW  OF  I^fDUSTRY  PRACTICES,  RISKS,  AND  REGULATION 

Part  Two  of  the  Minority  Staff  report  provides  detailed  background  information 
on  the  derivative  markets  and  the  current  policy  issues  relating  to  derivatives.  The 
information  provided  in  Part  Two  is  based  on  the  Minority  Staff's  meetings  with 
practitioners,  the  responses  by  the  regulators  to  Representative  Leach's  questions,  and 
research  sources  referenced  at  the  end  of  this  section. 


SECTION  I  --  INDUSTRY  PRACTICES,  RISKS,  AND  REGULATION 
A.         GENERAL  INFORMATION  ON  THE  HNANCIAL  DERIVATIVE  MARKETS 

1.         OVERVIEW 

In  general  terms,  a  derivative  instrument  is  a  contract  whose  value  depends  on,  or 
"derives"  from,  the  value  of  an  underlying  asset,  rate  or  index.   Derivatives  allow  end- 
users,  such  as  banks  and  corporations,  to  manage  risks,  enhance  liquidity,  save  costs  on 
debt  issuance,  and  manage  assets  and  liabilities  in  a  more  efficient  and  cost-effective 
manner.   Derivatives  are  noi  traditional  investments  or  borrowing  vehicles.   Derivatives 
can  either  be  customized  agreements  between  two  counterparties  (over-the-counter 
derivatives  (OTC)),  or  standardized  and  traded  on  organized  exchanges  (exchange- 
traded).   In  practice,  OTC  derivatives  are  not  available  to  the  general  public  and  are 
instead  utiUzed  by  institutions.  Individuals  may  purchase  and  sell  exchange-traded 
derivatives,  namely  futures  and  options,  through  a  broker,  and  individuals  such  as 
farmers  utilize  commodity  futures  and  options.  However,  the  exchange-traded  derivative 
markets  are  dominated  by  sophisticated  players.  Individuals  may  also  be  involved  with 
derivatives  through  mutual  or  other  funds  which  utilize  derivatives  or  invest  in  securities 
with  embedded  derivative  features.   Derivative  transactions  are  not  a  zero-sum-game  in 
that  both  parties  in  a  derivative  transaction  may  benefit  from  the  transaction.  Industry 
practitioners  uniformly  maintain  that  speculation  using  derivatives  does  exist,  but  is  a 
smaller  portion  of  the  overall  activity  and  risk.   Due  to  the  dynamic  nature  of  market 
development  and  technological  advances,  however,  constant  supervisory  attention  to 
derivative  activities  must  be  maintained. 

Dealers  of  derivatives,  primarily  banks  and  securities  firms,  cater  to  the  needs  of 
end-users  by  making  markets  in  derivatives,  and,  in  turn,  earn  spreads  and  returns  on 
their  own  positions.  A  vast  majority  of  the  derivative  transactions  between  a  dealer  and 
an  end-user  customer  are  "customer-driven"  in  that  they  are  entered  into  for  the  purpose 
of  reducing  risk  to  the  customer's  business. 

It  is  important  to  note  that  despite  a  conmion  perception,  the  primary  function  of 
derivatives  for  end-user  financial  institutions  and  corporations  is  to  hedge  those  risks 
which  are,  by  nature,  an  integral  part  of  their  business.  According  to  the  OCC: 
"Financial  derivative  transactions  currently  represent  a  relatively  small  portion  of  the 
total  credit,  market,  liquidity,  and  operational  risk  to  which  most  banks  are  routinely 
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exposed."*   Derivatives  have  fundamentally  changed  financial  management  by  providing 
new  tools  to  manage  risk.  Through  derivatives,  the  complex  risks  that  arc  bound 
together  in  traditional  instruments  can  be  separated  and  managed  independently,  and 
often  more  efficiently.  Yet  many,  both  inside  and  outside  of  the  financial  industry, 
remain  uncomfortable  with  derivative  activities.   For  example,  in  a  1992  speech  to  the 
New  York  State  Bankers  Association,*  E.  Gerald  Corrigan,  then-President  of  the  Federal 
Reserve  Bank  of  New  York,  warned  that  the  growth  and  complexity  of  derivative 
artivities  "should  give  us  all  cause  for  concern."  And  in  April  1993,  investor  Warren 
Buffett  stated  that  derivatives  might  one  day  trigger  a  catastrophic  "chain  reaction"  in 
world  financial  markets. 

The  size  of  the  derivative  markets  is  often  expressed  in  a  "notional  amount".  The 
notional  principal  amount  is  not  owed  by  either  counterparty,  as  it  would  be  in  a  loan. 
Instead,  the  notional  amount  is  a  base  amount  which  is  used  to  calculate  payments.  (For 
example,  one  payment  may  equal  7%  of  $100  million,  where  $100  million  is  the  notional 
amount.)  Therefore,  the  size  of  the  derivative  markets,  and  the  money  at  risk,  is  only  a 
small  fraction  of  the  notional  amount.^  Currently,  the  risks  associated  with  derivatives 
are  accounted  for  in  bank  and  thrift  capital  standards  by  assessing  the  current  credit  risk 
exposure  plus  an  add-on  for  future  exposure  based  upon  0-5%  of  the  notional  amount. 
The  current  aedit  exposure  (due  to  the  risk  that  a  counterparty  will  default)  is  measured 
as  "replacement  cost"  which  is  the  cost  to  an  institution  to  replace  a  contract  on  which  a 
coimterparty  has  defaulted.  The  replacement  cost  plus  the  add-on  is  referred  to  as  the 
"credit  equivalent  amount"  which  is  then  multiplied  by  up  to  50%  to  arrive  at  the  risk- 
based  capital  charge.  According  to  Federal  Reserve  data,  the  credit  exposure 
(replacement  cost)  of  derivative  contracts  reported  by  banking  institutions  was  1.4%  of 
the  notional  amount  as  of  June  30,  1993.'  In  addition,  the  amount  of  counterparty  credit 
risk  associated  with  derivatives  is  deaeased  if  the  counterparties  enter  into  legally 
enforceable  netting  agreements.'  As  off-balance  sheet  items,  derivatives  may  be  used  by 
institutions  to  increase  their  leverage  and  some  argue  may  be  used  to  evade  capital 
standards.   Since  the  implementation  of  tougher  capital  standards  in  1989,  the  use  of 
derivatives  has  grown  dramatically.* 


'  "Risk  ^4alutellKat  of  Finiacial  Derivitivt*.'  B«ntont  CiniUr  (BC-277),  Office  of  the  CooptroUcr  of  the  Currency  (OCC), 
October  27,  1993. 

'  January  X),  1992  untitled  speech  given  by  Prcstdent  Compn  before  the  midwinter  mectini  of  the  New  York  Sute  Bankeit 
Asnciatioa. 

'  Accordini  to  a  iotnt  leport  iatucd  by  the  FED,  FDIC  and  OCC  (ioini  Study  conducted  in  retpoose  to  queniom  poted  by 
Senator  Rie|;lc  on  detivitivt  product*  entitled  Derrviirx  Product  Activitiet  of  Commtmal  Banki  dated  January  27,  1993),  *the 
notional  value  of  a  derivaiivc  contract  ii  not  a  uicM  meature  of  crtdii  cipocurc.  That  eipoauf«  (cnerally  amouna  to  only  a  small 
fraction,  lay  2-3%,  of  the  notioaal  amount'   Funhemoic,  according  to  the  FDIC  'portrayal  (of  the  derivatives  inaikeu|  as  a 
multiinllion  dotlar  market  is  lotnewhat  deceptive,  both  in  lemu  of  activity  and  actual  dollais  at  risk.  This  pruicipally  is  the  rewit  of 
the  manner  in  which  doci  of  theae  contracts  are  consirucied    Denvaiive  instrumenu  are  assembled  in  terms  of  notional  pnncipal 
amounu  ...  which  sirap4y  facilitate  the  calculaiioo  of  the  future  cash  flows.   DifTcrent  types  of  denvaiive  instrumenu  have  different 
notional  principal  araouna  which  have  bttle  beanng  on  ih«  actual  poieniial  for  pnce  nKwcmenu  and  change*  in  cash  Oowt.' 

'  See  alio  CteM  13  is  Seetitm  &L&;  Mciiring  CRaM  Eipaaue. 

'  Netting  is  an  agieed  offsetting  of  position*  and  obligations  by  the  counterparties  invoK«d  in  more  than  one  transaction. 
(Counterparty  A  owe*  counterparty  B  only  that  amount  equal  to  counterparty  A's  total  paymena  due  to  counterparty  B  minus 
counterparty  B's  tola]  paymena  due  to  counterparty  A)  Netting  may  take  several  forms  which  have  varying  degrees  cf  legal 
enforceability  in  the  ewnt  of  default  of  one  of  the  panic*.  The  enforceability  of  netting  is  currently  being  studied  and  is  discuoed  in 
Sectaia  fifii   f  igailjjTrfiaiiiliiBlj  at Dowativc Tiaasailii—    For  eiampie.  the  grocs  credit  expocure  due  lo  derivative*  at  the  50 
largest  bank  holding  conpanic*  at  the  end  of  1992  wa*  2J%  of  the  notional  amount,  while  the  net  credit  exposure  was  1.46%  of  the 
notioaal  amount   Sec  Out  13  i>  Scdiia  RLnj  Mtaauriat  Cicdit  Espocusc 

*  The  direct  cause  and  effect  relationship  between  the  capital  sundards  and  the  increased  use  of  derivatives  is  aol  deTinilive. 


575 


2.         THE  nNANCIAL  DERIVATIVE  MARKETS 

Derivatives  are  entered  into  throughout  the  world  through  two  different  markets: 
1)  the  Over-the-Counter  (OTC)  Market;  and  2)  the  Exchange  Market 

The  OTC  derivative  market  handles  those  derivatives  which  are  customized  to 
meet  the  specific  terms  and  conditions  of  institutions.  OTC  derivatives  fall  outside  of 
the  jurisdiction  of  the  CFTC  or  have  been  exempted  by  the  CFTC  from  its  jurisdiction. 
In  addition,  any  derivative  considered  a  security  would  fall  under  the  jurisdiction  of  the 
SEC.  Authoritative  supervision  over  these  derivatives  is  accounted  for  primarily  by 
regulatory  constraints  over  the  institutions  which  deal  or  use  OTC  derivatives.  Certain 
OTC  derivatives  are  subject  to  certain  anti-fraud  and  anti-manipulation  rules  of  the 
CFTC  and  the  SEC. 

The  Exchange  market  handles  those  derivatives  which  are  standardized  and  are 
traded  on  organized  exchanges.   Such  exchange-traded  derivatives  are  regulated  by  the 
CFTC'  and  the  SEC,  in  accordance  with  the  respective  products  and  exchanges  they 
regulate. 

a.  Over-the-Counter  Market  (OTC) 

OTC  derivatives  are  custom  tailored  to  fit  the  particular  needs  of  a  party  of  the 
transaction  and  often  specify  instruments  and  manirities  that  are  not  offered  on  any 
exchange.   OTC  derivatives  include  all  swaps,  most  forwards,  no  futures,  and  some 
options.   In  practice,  OTC  derivatives  are  not  available  to  Uie  general  public,  as  are 
bonds  and  stocks  in  the  cash  markets,  and  are  instead  utilized  by  institutions.   Individuals 
may  be  involved  with  derivatives  through  mutual  or  other  funds  which  utilize  derivatives 
or  invest  in  securities  with  embedded  derivative  features. 

Parties  negotiate  the  details  of  OTC  transactions  or  agree  to  certain  simplifying 
market  conventions.  Typically,  institutions  enter  into  a  customized  transaction  with  a 
dealer.  The  dealer  typically  enters  into  a  subsequent  opposite,  or  offsetting,  transaction 
with  another  institution  with  different  needs.   Most  parties  who  enter  into  OTC 
derivative  contracts  have  been  assigned  high  credit  ratings,  and  if  not,  are  often  required 
to  post  collateral.  OTC  derivatives  are  not  under  the  jurisdiction  of  the  CFTC  or  have 
been  exempted  by  the  CFTC  from  its  jurisdiction.  OTC  contracts  are  not  traded  on 
organized  exchanges  and  are  not  subject  to  clearinghouse  offeet.  Therefore,  the  liquidity 
of  OTC  derivatives  is  low  compared  to  exchange-traded  derivatives  and  cash  market 
instruments  (bonds  and  stocks). 

OTC  derivatives  are  primarily  designed  to  reconfigure,  or  hedge  against,  market 
risk  rather  than  to  provide  liquidity.  OTC  derivatives  may,  to  a  much  lesser  extent,  be 
used  for  trading  (as  an  OTC  derivative  could  be  subsequentiy  "assigned"  to  another 
party).   According  to  market  participants,  OTC  derivatives  are  not,  for  all  practical 
purposes,  often  used  for  trading  or  speculation  as  there  exist  instruments  better  suited 
for  such  purposes  (OTC  derivatives  are  customized  and  relatively  illiquid).  A 


'  The  CFTC  has  jurisdiction  over  certain  derivatives  as  they  are  considered  financial  commodiliea. 
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"speculative"  position  using  an  OTC  derivative  could  arise,  however,  if  a  dealer,  such  as  a 
money  center  bank,  were  to  enter  into  an  OTC  transaction  with  a  customer  and  not 
enter  into  a  subsequent  offsetting  transaction  or  a  perfectly  matched  ofEsettiog 
transaction.   In  general,  if  a  firm  enters  into  an  OTC  transaction  without  hedging  a 
corresponding  asset  or  liability,  the  firm  aeates  a  position  for  the  life  of  the  transaction. 


b.  Exchange  Market 

Exchange -traded  derivatives  are  standardized  as  to  maturity,  size,  and  delivery 
terms  and  are  traded  on  organized  exchanges.  The  exchanges  act  as  clearinghouses,  or 
counterparties,  in  each  transaction.  This  reduces  the  credit  risk  related  to  the  derivative 
transaction  (risk  that  a  counterparty  to  a  transaction  will  default).  The  exchange 
requires  the  posting  of  collateral  known  as  margin  for  all  futures  transactions  and  for  the 
sale  of  aJl  options  transartions.*  The  virtues  of  a  clearinghouse  include  the  ability  of 
participants  to  close  out  a  position  simply  by  undertaking  an  opposite  trade. 
Standardization  and  the  clearinghouse  feature  limit  transaction  costs  and  foster  high 
degrees  of  liquidity.  The  primary  economic  function  of  exchange-traded  derivatives 
appears  to  be  the  provision  of  liquidity. 

When  entering  into  a  futures  transaction  or  selling  an  option,  counterparties  must 
post  an  initial  margin  requirement  with  the  exchange.   At  the  end  of  each  day,  the 
position  must  be  marked  to  market  with  gains  or  losses  added  to  or  subtracted  from  the 
counterparties'  margin  accounts.  The  balance  in  a  margin  account  cannot  fall  below  the 
maintenance  margin,  which  typically  corresponds  to  a  contract's  maximum  allowable 
daily  price  movement.   Should  the  position  fail  below  the  mziintenance  margin,  the 
counterparty  must  put  up  additional  collateral  known  as  variation  margin.   On  the  other 
hand,  if  the  position  increases  in  value,  the  counterparty  may  withdraw  the  excess 
margin.   For  traders  that  have  positions  in  a  variety  of  futures  and  cash  instruments, 
margin  can  be  determined  on  a  portfolio  basis. 

All  commodities,  including  all  futures  and  most  options,  which  are  traded  on 
organized  contract  markets  are  under  the  jurisdiction  of  the  CFTC.  The  CFTC  polices 
matters  of  information  and  disclosure,  fair  trading  prartices,  registration  of  firms  and 
individuals,  protection  of  customer  funds,  record  keeping,  and  the  maintenance  of 
orderly  futures  and  options  markets.  The  stock  exchanges  and  the  derivatives  which 
trade  on  such  exchanges  are  regulated  by  the  Securities  and  Exchange  Commission 
(SEC). 

Stocks,  bonds,  subscription  rights,  subscription  warrants  and,  in  some  cases, 
options  are  traded  on  9  stock  exchanges  in  the  United  States.  The  futures  market  is 
represented  by  13  leading  commodities  exchanges. 

The  organized  exchanges  in  the  U.S.  which  list  futures  and  options  contracts 
include  those  listed  below.   International  exchanges  include  the  London  International 
Financial  Futures  Exchange  (LIFFE),  the  Marche  a  Terme  International  de  France 


•  Under  th«  Pulura  Trading  Practice*  Act  of  1992,  the  FED  may  request  or  direct  the  contract  market  to  set  niarpn  leveh 
'appropriate  to  preserve  the  financial  integrity  of  the  contract  market  or  its  clearing  house  or  to  prevent  systemic  risk".  On  March  22, 
I9n,  the  FED  delegated  iu  slock  index  margin  authority  under  the  Act  to  the  CFTC 
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(MATIF),  the  Deutsche  Terminborse  (DTB),  the  Tokyo  International  Financial  Futures 
Exchange  (TIFFE),  the  Sydney  Futures  Exchange  (SFE)  and  the  Singapore  Mercantile 
Exchange  (SIMEX). 

The  specific  exchange-traded  derivatives  traded  on  the  U.S.  exchanges  include:' 

American  Stock  Exchange  (AMEX)  (New  York):  Index  Options:  Computer 
Technology  Index,  Institutional  Index,  Major  Market  Index,  Oil  Index.   Interest 
Rate  Options:   U.S.  Treasury  bills,  U.S.  Treasury  notes. 

Amex  Commodities  Corporation  (New  York):  Options:   gold  bullion. 

Chicago  Board  of  Trade  (CBOT):  Futures:   com,  gold,  Government  National 
Mortgage  Assoc,  mortgages.  Major  Market  Index,  Major  Market  Index  "MAXI," 
Municipal  Bond  Index,  NASDAQ- 1(X)  Index,  oats,  silver,  soybeans,  soybean  meal, 
soybean  oil,  U.S.  Treasury  bonds,  U.S.  Treasury  notes,  wheat.   Futures  options: 
com,  silver,  soybeans,  U.S.  Treasury  bonds,  U.S.  Treasury  notes. 

Chicago  Board  Options  Exchange  (COE):   Foreign  Currency  Options:   British 
pound,  Canadian  dollar,  Deutsche  mark,  French  franc,  Japanese  yen,  Swiss  franc. 
Index  Options:   Standard  &  Poor's  1(X)  Index,  Standard  &  Poor's  500  Index, 
Standard  &  Poor's  Over  The  Counter  250  Index.   Interest  rate  options:   U.S. 
Treasury  bonds,  U.S.  Treasury  notes. 

Chicago  Mercantile  Exchange  (CME):   Futures:   feeder  cattle,  live  cattle,  live 
hogs,  lumber,  Over  The  Counter  250  Industrial  Stock  Price  Index,  pork  bellies, 
Standard  &  Poor's  100  Index,  Standard  &  Poor's  500  Index.   Fumres  options: 
British  pound,  Deutsche  mark.  Eurodollars,  live  cattle,  Uve  hogs.  Standard  & 
Poor's  500  Stock  Index,  Swiss  franc. 

Chicago  Rice  and  Cotton  Exchange  (CRCE):  Futures:   rough  rice,  short  staple 
cotton. 

Coffee,  Sugar  &  Cocoa  Exchange,  Inc.  (CSCE)  (New  York):  Futures:   cocoa, 
coffee,  consumer  price  index-wages,  sugar  number  11,  sugar  number  14.    Futures 
options:   cocoa,  coffee,  sugar. 

Commodity  Exchange,  Inc.  (COMEX)  (New  York):   Futures:   aluminum,  copper, 
gold,  silver.  Futures  options:  copper,  gold,  silver. 

International  Monetaiy  Market  (IMM)  at  the  Chicago  Mercantile  Exchange 
(Chicago):  Futures:  bank  certificates  of  deposit,  British  pound,  Canadian  dollar, 
Deutsche  mark.  Eurodollar,  European  Currency  Unit,  French  franc,  gold, 
Japanese  yen,  Swiss  franc,  U.S.  Treasury  bills. 

Kansas  City  Board  of  Trade  (KCBT):   Futures:   Value  Line  Maxi  Index,  Value 
Line  Mini  Index,  wheat.  Futures  options:  wheat. 


•  Downs,  tohn,  and  Goodman,  Jori»n  aikx,  'Dictionaiy  of  Finance  and  Investment  Terms,'  Barron's  Financial  Guides  1987. 
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MidAmerica  Commodity  Exchange  (MCE)  (Chicago):  Futures:   British  pound, 
Canadian  dollar,  copper,  com,  Deutsche  mark,  gold,  Japanese  yen,  live  cattle,  live 
hogs,  oats,  platinum,  silver,  soybeans,  soybean  meal,  Swiss  franc,  U.S.  Treasury 
bills,  U.S.  Treasury  bonds,  wheat  Futures  options:  gold,  soybean,  wheat 

Minneapolis  Grain  Exchange  (MGE):  Futures:   high  fructose  com  syrup,  spring 
wheat  white  wheat.  Futures  options:   spring  wheat 

National  Association  of  Securities  Dealers  Quotation  System  (NASDAQ):   Index 
Option:   NASDAQ  100  index. 

New  York  Cotton  Exchange  (NYCE):   Futures:   cotton,  orange  juice,  propane. 
Futures  options:   cotton,  orange  juice,  FINEX  (a  division  of  the  Cotton 
Exchange),  Europ>ean  Currency  Unit  futures,  U.S.  dollar  futures,  U.S.  dollar 
futures  options. 

New  Yorl(  Futures  Exchange  (NYFE)  (division  of  the  New  Yori(  Stocli  Exchange): 

Futures:   Commodity  Research  Bureau  Futures  Price  Index,  New  York  Stock 
Exchange  Composite  Index.   Futures  options:   New  York  Stock  Exchange 
Composite  Index. 

New  York  Mercantile  Exchange  (NYME):   Futures:  cmde  oil,  gasoline  (leaded 
and  unleaded),  no.  2  heating  oil,  palladium,  platinum,  potatoes.   Futures  options: 
cmde  oil. 

New  York  Stock  Exchange  (NYSE):   Index  Options:   New  York  Stock  Exchange 
Beta  Index,  New  York  Stock  Exchange  Options  Index. 

PaciHc  Stock  Exchange  (PSE)  (San  Francisco):  Index  Options:  Technology 
Index. 

Philadelphia  Stock  Exchange:   Foreign  Currency  Futures:   Australian  dollar, 
British  pound,  Canadian  dollar,  Deutsche  mark,  European  Currency  Unit  French 
franc,  Japanese  yen,  Swiss  franc.   Foreign  currency  options:   Australian  dollar, 
British  pound,  Canadian  dollar,  Deutsche  mark,  European  Currency  Unit  French 
franc,  Japanese  yen,  Swiss  franc.   Futures:   National  Over-The-Counter  Index 
Futures  (Philadelphia  Board  of  Trade).  Index  options:   Gold/Silver  Index, 
National  OTC  Index,  Value  Line  Composite  Index.   Interest  rate  options: 
Eurodollar  deposits,  European  Cunency  Unit. 
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3.         DEFINITIONS  AND  PURPOSES  OF  DERIVATIVES 

The  following  discussion  includes  definitions  of  the  most  common  derivative 
instruments,  as  well  as  some  basic  examples." 

A  derivative  instrument  Is  a  contract  whose  value  depends  on,  or  "derives"  from, 
the  value  of  an  underlying  instrument.  Such  underlying  instruments  include  interest 
rates,  currency  exchange  rates,  commodity  prices,  equity  (stock)  prices,  and  other  indices. 
Derivative  instruments  consist  of  privately-negotiated,  customized  contracts,  referred  to 
as  over-the-counter  (OTC)  contracts,  as  well  as  standardized  contracts,  referred  to  as 
exchange-traded  contracts,  which  are  actively  traded  on  organized  exchanges. 

The  term  "derivative"  is  also  used  by  some  to  refer  to  a  wide  variety  of  structured 
securities  and  deposits,  stripped  securities,  mortgage-back  securities,  collateralized 
mortgage  obligations  (CMOs),  repurchase  agreements,  and  securities  with  option 
characteristics.^^   However,  these  instruments  will  not  be  the  focus  of  this  report. 
Instead,  this  report  will  focus  on  those  financial  contracts  whose  primary  purpose  is  to 
transfer  price  risks  associated  with  fluctuations  in  asset  values  rather  than  to  borrow  and 
lend  funds. 

Derivative  contracts  which  are  the  subject  of  this  report  can  be  divided  into 
categories  based  on  the  nature  of  the  underlying  instrument  that  determines  the 
contract's  value.   Most  derivative  contracts  fall  into  one  of  the  following  four  categories: 

►  Interest  Rate  Contracts; 

►  Currency  (Foreign  Exchange)  Contracts; 

►  Conmiodity  Contracts; 
»•  Equity  Contracts. 

While  the  above  four  types  of  contracts  have  complex  structures,  each  of  them  can 
be  divided  into  the  basic  building  blocks  of: 


Forward-Based  (OTC)/Future-Based  (Exchange-Traded)  Derivatives; 
Option-Based  Derivatives; 
or  a  combination  thereof. 


"  More  example*  bated  on  real-life  iiutitutknu  arc  Included  in  Scctioa  A.4J>j  Eod-Uscii.  A  more  detailed  glouary  describing 
additional  derivative  itutnioienU  is  also  contained  at  the  end  of  this  report  in  Appendix  L 

"  A  suiuped  let-iuilt  (or  Separate  Trading  of  Registered  Principal  of  Securities  or  STRIP)  is  a  zero  coupon  instrument  derived 
from  selected  long-term  notes  and  bonds.   At  a  bofKlholder's  request,  the  FED.  as  the  U.S.  Treasury's  agent,  will  separate  a  designated 
security  into  its  individual  coupon  components  and  pnncipal  payment.   The  pieces  may  be  traded  separately  and  must  be  maintained  on 
the  Treasury's  book<atty  system.  A  mortBtg-^actcd  securitY  s  a  security  backed  by  mortgages  in  wtiich  investors  received  payments 
out  of  the  interest  and  principal  on  the  underlying  mortgages.   Such  securities  are  issued  by,  among  others,  the  Federal  National 
Mortgage  Association  (Fannie  Mae),  the  F«uJeral  Home  Loan  Mortgage  Corporation  (Freddie  Mac),  and  the  Government  National 
Monpge  Assoctatioo  (Ginnie  Mae  or  GNMA).  A  collaleralizrd  cnorteage  oblintioB  fCMCT  is  a  mortgage -backed  bond  that 
separates  mortgage  pools  into  different  maturity  classes,  called  tranches.   Income  from  payments  (principal  and  interest)  on  mortpges 
is  paid  to  CMC  investon  in  the  speciric  order  that  the  CMOs  pay  out.  A  tepurcfaate  aceeroeat  fREPO)  is  an  agreement  between  a 
seller  and  a  buyer,  usually  of  U.S.  Government  securities,  whereby  the  seller  agrees  to  repurchase  the  securities  at  an  agreed  upon 
price  and,  usually,  at  a  suted  lime.   In  the  case  of  a  reverse  repurchase  agreement,  the  transaction  is  reversed.   REPOs  are  used 
regularly  by  dealers  to  flnance  their  inventories  of  securities  on  a  shon-lenn  basis. 
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A  forward-based/future-based  derivative  is  a  contract  which  obligates  each 
counterparty  to  enter  into  a  specific  derivative  transaction  on  a  certain  date.  An  option- 
based  derivative  gives  the  counterparty  who  purchased  the  derivative  a  riyht  hut  nnr  thf. 
obligation  to  enter  into  a  specific  transaction  on  or  before  a  certain  date.  The  discussion 
on  swaps,  a  type  of  forward-based  derivative,  will  be  the  most  extensive,  as  it  is  the  most 
widely  used  derivative  among  all  typ>es  of  financial  institutions. 

Various  derivative  instruments  carry  different  types  and  levels  of  risks.   For 
example,  a  credit  rating  agency.  Standard  &  Poors  (S&P),  ranks  the  various  derivative 
product  types  by  volatility." 


"  The  SAP  nnkinp  of  the  raks  (oocUted  with  virious  denvilivc  iiutrumcnti  a  bated  priraarily  oo  voUtiljty  and  it  th«refort  only 
a  *broad-brufh*  approach.  The  raakin|t  do,  however,  give  sooie  indicatiofl  of  how  high  the  expoture  to  credit  ritk  (ritk  that  a 
counicrpany  wiU  deraull)  ouy  be  relative  to  notional  amounu  of  these  productt.     (AccordLng  to  SAP.  thete  rankin|f  arc  bated  on  a 
"Mack  box'  RKtbod  rather  than  beiD|  mathematically  derived  from  calculatioot  of  volatility  in  undertyin|  rate*.)  The  maximum 
potential  market  value  (MPMV),  the  amount  it  would  coci  for  a  firm  lo  replace  a  contract  if  a  counterparty  defaulted,  it  calculated  by 
SAP  by  multiplyinf  the  notional  amount  of  the  contract  by  the  following  peircnuge  facton  (the  higher  the  pcrcenuge  factor,  the 
higher  the  volatility  and  potential  ritk.): 

»  15%  Commodity  and  equity  contracts; 

►  10%   Currency  swap*; 

►  4%     Currency  optionc; 

»  3%    Currency  futuret  and  forwardt; 

»  2^%  Inleiett  rate  twapt; 

»  2%    Interett  tale  optionc; 

»  0.3%  Interett  rate  futuret  and  option*. 

For  a  complete  ditcusttos  of  the  SAP  atteitment  of  dertvative  intlnimentt,  tec  Azarcht,  Tanya,  'Bankx  Face  Manageable 
Risks  in  Derivative  Businesset.'  CredilWeck.  Sundardt  and  Poor's  Corpor3iioQ.  November  1992.  A  ditcuttion  of  the  attesunent  of 
derivatives  by  credit  rating  agenoet  it  ctmuined  in  Scctian  R9j  Credit  Ratii^  Ageacy  Amtmmeat  al  DcnMti«c  Riite.  A  ditcuttioa  of 
the  risks  attociated  with  derivative  productt  it  contamcd  in  Section  B:  Risks  Aiinaii  (raai  tad  RM  Maaagcaeat  of  Dciiwtiw.  PnidHCt 
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The  discussion  of  derivatives  is  organized  in  the  following  way:" 
riASSIFlCATION  OF  DERIVATIVES 

a.  FORWARD-BASED  (OVER-THE  COUNTER  or  OTC)/FUTURE-BASED 
(EXCHANGE-TRADED)  DERIVATIVES 

(1)  Forward-Based  Derivatives  (OTC)  include: 

(a)  Swaps: 

(i)  Interest  Rate  Swaps; 
(ii)  Currency  Swaps; 
(iii)  Commodity  Swaps; 
(iv)  Equity  Swaps; 

(b)  Forwards: 

(i)  Forward  Rate  Agreements; 
(ii)  Forward  Foreign  Exchange  Contracts; 
(iii)  Forward  Commodity  Contracts; 
(iv)  Forward  Equity  Contracts. 

(2)  Future-Based  Derivatives  (Exchange-Traded)  include: 

(a)  Futures: 
(i)  Interest  Rate  Futures; 
(ii)  Currency  Futures; 
(iii)  Commodity  Futures; 
(iv)  Equity  Futures. 

b.  OPTION-BASED  DERIVATIVES  (BOTH  OTC  AND  EXCHANGE-TRADED) 

(1)  Option-Based  Derivatives  include: 

(a)  Primary  Types  of  Options: 
(i)  Interest  Rate  Options; 

a)  Caps  (just  OTC) 

b)  Floors  Oust  OTC) 

c)  Collars  Oust  OTC); 
(ii)  Currency  Options; 
(iii)  Commodity  Options; 
(iv)  Equity  Options. 

(b)  Other  Types  of  Options: 

(i)  Swap  Options  (or  Swaptions)  Oust  OTC); 
(ii)  Embedded  Options; 
(iii)  Average  Rate  Options; 
(iv)  Barrier  Options; 
(v)  Lookback  Options; 
(vi)  Compound  Options. 


"  It  is  impottaot  to  note  that  under  the  Commodity  Exchange  Act,  certain  interest  rate  instrumenix,  currency  instrumentt,  equity 
instruments,  and  commodity  instruments  are  all  considered  a  type  of  financial  commodity. 
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a.  Fomrard-Bascd  (OTC)/Future-Based  (Exchange-Traded)  Derivatives 

Forward-based/future-based  derivatives  are  contracts  which  obligate  each 
counterparty  to  enter  into  a  speciiic  derivative  transaction  on  a  certain  date. 

Forward-based  derivatives  are  customized  with  terms  and  conditions  tailored  to  fit 
the  particular  business  or  risk  management  objectives  of  the  counterparties. 
Negotiations  take  place  with  respect  to  contract  size,  delivery  dates,  credit  terms,  etc. 
Forward-based  derivatives,  in  other  words,  are  not  standardized  and  are  therefore 
typically  considered  over-the-counter  (OTC)  contracts  as  they  are  not  arranged  through 
organized  exchanges.  Forward-based  derivatives  include  swaps  and  forwards.   Pursuant 
to  its  exemptive  authority,  the  CFTC  exempted  swaps,  hybrids,  and  certain  energy 
products  from  its  jurisdiction.^*  The  Commodity  Exchange  Act  (CEA)  excludes  forwards 
from  CFTC  jurisdiction." 

Future-based  derivatives  are  similar  to  forward-based  derivatives,  but  the  terms  of 
a  future-based  derivative  are  standardized.  Future-based  derivatives  are  arranged 
through  organized  exchanges  (exchanged-traded).   Future-based  derivatives  include 
interest-rate  futures,  cunency  futures,  commodity  futures,  and  equity  futures.  The  CEA 
gives  the  CFTC  jurisdiction  over  future-based  derivatives." 

The  change  in  the  value  of  a  forward-based/future-based  derivative  is  roughly 
proportional  to  the  change  in  the  value  of  its  underlying  instnunent 

See  Chart  1  on  next  page  for  the  payofT  profile,  or  the  value,  of  a  forward-based 
derivative." 


"  IUganlin(  i«ni»  ud  hytmdt,  tee:  SectioB  4(cXl)  of  ibe  Futures  Trading  Practices  Act  of  1992,  7  USC  |6(cXl).    Repitlin( 
swaps,  tec  Sectioo  4(cX5XB)  of  tbe  Futures  Trading  Practices  Act  of  1992,  tnd  58  Fed.  Reg.  5587  (January  22,  1993).    Regarding 
hybrids,  see  Sectioo  4(cXJXA)  of  the  Futures  Trading  Practices  Act  of  1992,  and  58  Fed.  Reg  5580  (January  22,  1993).    Reprding 
energy  contracts,  tee  58  Fed.  Reg.  21286,  21294  (April  20,  1993).   In  addition,  the  CFTC  has  retained  some  residual  aDti-manipulatioa 
or  anti-fraud  authority  for  some  of  these  eiempi  insttumcais. 

"  Regarding  forwards,  tee  Sec  la(ll)  of  the  CEA,  7  USC  |1.   Reprding  those  trantactioas  in  the  inleittank  martet.  tee  7  USC 
{2.  Alto  regarding  intei1>ank  maitel,  tec  50  Fed.  Reg.  42963  (Oct  23,  1987). 

"  SpeciTicaUy,  Section  2(aXlXAXi)  of  the  Commodity  Eichange  Act  gianu  to  the  Comraitsion  exdusjve  juritdictioa  over 
'accounts,  agreements  (including  toy  transactioo  which  it  of  the  character  of,  or  is  comiiKMily  known  lo  the  trade  as,  an  'oplioa,'...),  and 
transactions  involving  cootiacu  of  tale  of  a  commodity  for  future  delivery  ...*  7  USC  {2. 

"  Chart  Source:  Group  of  Thiitv.  Derivativet:  Practices  and  Principles.  Washington,  D.C,  July  1993. 

10 
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(1)       Fonrard-Bascd  Derivatives 


(a)  Swaps 


As  the  name  implies,  a  swap  is  a  contraa  between  two  parties  to  exchange,  or 
'swap',  a  stream  of  cash  flows  under  an  agreed-upon  set  of  terms.  Swaps  are  not 
investments  or  borrowings.  Swaps  allow  each  counterparty  to  transform  their  existing 
cash  flow  into  a  more  desirable  cash  flow,  therefore  benefiting  both  counterparties. 
De[>ending  upon  the  type  of  underlying  instrument,  the  vast  majority  of  swap  contracts 
arc  classified  into:  (i)  Interest  Rate  Swaps;  (ii)  Currency  Swaps;  (iii)  Commodity  Swaps; 
and  (iv)  Equity  Swaps.   Pursuant  to  its  exemptivc  authority,  the  CFTC  exempted  swaps, 
hybrids,  and  certain  energy  products  from  its  jurisdiction. 

Swafts  are  bilateral  agreements  between  institutional  participants,  and  are  not 
available  to  the  general  public.  Swaps  are  not  readily  tradable  in  the  ordinary  sense  of 
the  word.  Pursuant  to  its  exemptive  authority,  the  CFTC  exempted  swaps  from  its 
jurisdiction."   Swaps,  therefore,  are  customized  over-the<ounter  (OTC)  contracts. 
Swaps  are  entered  into  through  private  negotiations  and  are  tailored  to  meet  the  specific 
risk  management  needs  of  the  counterparties.   TTie  cash  flows  from  a  swap  can  be 
decomposed  into  equivalent  cash  flows  from  a  bundle  of  separate  forward  contracts."   A 
party  may  unwind  a  swap  by  writing  a  second  swap  with  an  identical  notional  amount, 
payment  dates,  and  maturity  dates,  and  with  similar  interest  rate  calculations  at  the  new 
current  rates  and  on  a  reverse  basis. 

Although  swaps  are  OTC  instruments,  there  is  a  degree  of  standardization  in  the 
contracts  through  the  development  of  a  master  agreement  by  the  International  Swaps 
and  Derivatives  Association  (formerly  the  International  Swaps  Dealers  Association)  or 
ISDA.  Counterpanies  often  enter  into  the  master  swap  agreement  that  establishes  the 
terms  of  a  swap  agreement.    Master  agreements  often  incorporate  the  ISDA  Code  of 
Standard  Wording,  Assumptions,  and  Provisions  for  Swaps  to  provide  basic  wording  and 
assumptions.   Counterparties  can  change  the  master  agreement  as  required." 

With  the  exception  of  currency  swaps,  a  hypothetical  "notional"  amount  is  used  to 
calculate  the  payment  streams.  The  notional  amount  is  used  for  calculation  purposes 
only  and  is  not  exchanged  or  owed  by  either  counterparty.   (For  example,  in  a  swap. 
Counterparty  A  may  pay  6%  of  $100  million  to  Counterparty  B,  and  Counterparty  B  may 
pay  the  floating  rate  LIBOR  of  $100  million  to  Counterparty  A.   The  notional  amount, 
the  $100  million  is  not  exchanged  or  owed.)  The  notional  amount  is  essentially  based 
upon  the  amount  of  assets  and  liabilities  the  Counterparties  wish  to  hedge.   Interim 
payments  on  a  swap  are  gener2illy  netted,  with  the  difference  being  paid  by  one  party  to 
the  other. 


"  On  Janujiy  22.  1993  the  CFTC  publohcd  Tinal  rules  exempting  swap  innsaaioai  meeting  ceruin  crileru  froa  Commodify 
Eichui|e  Act  retulatno.    12  CFR  3S.l(bK2)  u  xlOed  by  S8  Fed  Rc%.  5S87. 

"  The  dismnjon  ot  fonnrd  cofllf»c1x  foUowi  thu  dufvuKM)  ofi  iwapt.    Forward  conlndz  generally  obligate  ofK  counterpvty  to 
buy,  aad  the  other  to  leU.  ■  specific  uoderlyiof  instrument  at  a  speaHc  pncc,  amount,  and  date  Tor  delivery  in  the  future.  Customarily, 
I  he  le  is  no  money  senlemeat  at  the  befianing  of  the  forwud  contract  or  during  the  lifetime  ot  the  ooatnct,  but  tialy  on  the  matutify 
date. 

**  .Master  agreements  will  be  discussed  in  Soctna  Rl.b.<2^  DocuoeatatiaM. 
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In  principle  and  increasingly  in  practice,  swap>s  allow  any  kind  of  payment  stream 
to  be  "swapped"  into  any  other  typ>e  of  payment  stream  with  eqtial  estimated  current 
value.   Swaps  pricing  brings  certainty  and  simplicity  to  the  evaluation  of  the  wide  range 
of  payment  alternatives  facing  institutions.   Without  derivative  instruments,  institutions 
would  have  to  buy  and  sell  instruments  in  the  cash  markets  (such  as  the  U.S.  Treasury 
market,  the  corporate  bond  market,  and  the  stock  market)  in  order  to  alter  their 
payment  streams  to  benefit  their  institution.   In  practice,  however,  the  transaction  costs 
of  buying  and  selling  purely  in  the  cash  markets  may  be  daunting  and  the  liquidity  and 
credit  risks  involved  may  not  be  acceptable.   Indeed,  the  quality  of  the  cash  markets 
varies  widely  from  one  instrument  to  another  and  also  across  countries  and  currencies. 
(For  example,  those  who  invest  in  U.S.  Treasuries  may  move  in  and  out  of  the  market 
quickly,  thereby  enjoying  great  liquidity,  but  private-placement  investors  rarely  enjoy 
comparable  liquidity.) 

Swaps  are  used  by  depository  institutions,  sovereigns,  corporations,  insurance 
companies,  and  institutional  investors  to,  among  other  things,  manage  interest  rate  risk, 
reduce  borrowing  costs,  and  enhance  returns  on  assets.   For  example,  large  users  of 
interest  rate  swaps  include  Government-Sponsored  Enterprises  (GSEs)  namely  Fannie 
Mae,  Freddie  Mac,  Sallie  Mae,  and  Ginnie  Mae.^^   Financial  institutions  and  other 
businesses  have  found  an  increasing  need  to  alter  their  exposure  to  price  and  interest 
rate  movements  both  quickly  and  inexpensively  in  response  to  the  rapidly  changing 
global  markets.  The  general  increase  in  corporate  leverage  over  the  past  10  years  has 
also  resulted  in  additional  swap  and  derivative  product  use  to  manage  funding  risks 
associated  with  longer-term  maturities.   Swaps  can  also  be  used  to  aeate  a  synthetic 
security  and,  to  a  lesser  extent,  for  trading  (as  the  OTC  swap  contract  could  be 
subsequently  "assigned"  to  another  party).   According  to  market  participants,  swaps  are 
not,  for  all  practical  purposes,  used  for  trading  or  speculation  as  there  exist  instruments 
better  suited  for  such  purposes  (swaps  are  customized  and  thus  relatively  Uliquid).   A 
"speculative"  position  using  a  swap  could  arise,  however,  if  a  dealer,  such  as  a  money 
center  bank,  were  to  enter  into  a  swap  with  a  customer  and  not  enter  into  a  subsequent 
offsetting  swap  or  perfectly  matched  offsetting  swap.   In  general,  if  a  firm  enters  into  a 
swap  without  hedging  a  corresponding  asset  or  liability,  the  firm  aeates  a  position  for 
the  life  of  the  swap. 

In  general,  swaps  have  increasingly  tied  together  the  currency  and  money  markets 
at  all  maturities  and  have  eroded  price  discrepancies  bred  by  differences  in  liquidity  and 
credit  standing  across  markets.   Swaps  can  be  divided  into: 

(i)  Interest  Rate  Swaps; 
(ii)  Currency  Swaps; 
(iii)  Commodity  Swaps;  and 
(iv)  Equity  Swaps. 


"  Federal  Naboiul  Mortgage  Aisociation  (Fanoie  Mae).  Federal  Home  Lotn  Mortgage  Corporatioo  (Freddie  Mac),  Student  Loan 
Marletmg  Associaiioo  (Sallie  Mae),  and  Government  National  Mortgage  Associatioo  (Ginnie  M*e  or  GNMA). 
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(i)  Interest  Rate  Swaps 

An  interest  rate  swap  is  one  in  which  two  counterparties  exchange  interest 
payment  streams  of  difTering  character,  e.g.,  exchange  fixed  for  floating  interest  payments 
according  to  predetermined  rules,  but  there  is  no  exchange  of  principal.  Fixed  for 
floating  interest  rate  swaps  make  up  90%  of  the  interest  rate  swap  activity.  The  amount 
of  payments  owed  by  each  counterparty  are  calculated  by  applying  the  interest  rates  to  a 
hypothetical  "notional"  amount,  for  example  7%  of  $100  million,  but  the  notional 
amount,  the  $100  million,  is  not  exchanged  or  owed  by  either  counterparty,  as  it  is  in  the 
case  of  a  loan.  The  notional  amount  is  essentially  based  upon  the  amount  of  assets  and 
liabilities  the  counterparties  wish  to  hedge.  The  floating  rate  used  in  such  transaaions  is 
often  the  London  Interbank  Offered  Rate  or  "LIBOR",  but  other  rates,  such  as  a  U.S. 
commercial  paper  rate,  a  money  market  rate,  or  a  U.S.  Treasury  bill  rate,  are 
increasingly  being  used.   Payments  are  exchanged  on  a  net  basis.  A  type  of  interest  rate 
swap  called  a  basis  swap  involves  the  exchange  of  floating  for  floating  interest  payments, 
where  the  floating  rates  are  different,  for  example  the  three-month  LIBOR  rate  against 
the  U.S.  commercial  paper  composite  rate. 

The  following  is  a  basic  example  of  how  two  banks  both  benefit  by  entering  into 
an  interest  rate  swap  contraa  with  one  another. 

Interest  Rate  Swap  Example  Described  Below 

(See  Diagram  1  on  next  page) 

A  basic  example  of  th«  um  of  a  fixed  for  floating  interest  rate  swap  between  Bank  A  and 
Bank  B  is  as  follows.   If  Bank  A  is  receiving,  in  its  nomui  course  of  business,  a  majority 
of  Its  Income  from  fixed  rate  interest  payments  on  loans  (assets)  it  has  made  to 
customers,  but  is  paying  a  majority  of  Ks  obligations  In  floating  rate  payments  on  money 
(liabilities)  H  has  borrowed,  Bank  A  is  vulnerable  to  a  rise  in  Irrterest  rates.   Bank  A  is 
vulnerable  to  a  rise  in  Irrterest  rates  because  as  Interest  rates  rise,  ttie  floating  Irrterest  rate 
H  is  paying  on  its  liabilities  will  rise,  wtiile  the  fixed  Interest  rate  It  Is  receiving  on  its  assets 
will  remain  the  same.  Subsequently,  the  profits  of  Bank  A  will  decrease  as  Interest  rates 
rise.  And  if  interest  rates  rise  to  a  point  where  the  Interest  rate  Bank  A  la  paying  on  It* 
liabilities  exceeds  the  interest  rate  it  is  receiving  on  its  assets.  Bank  A  may  lose  money. 
(This  Is  wtiat  happened  to  many  S&Ls  In  the  late  1970s  and  early  1980s.) 

In  this  case.  Bank  A  may  wish  to  effectively  increase  the  percentage  of  floating  rate  asset 
payments  K  receives  while  Increasing  the  percentage  of  fixed  rate  liability  payments  H 
makes  by  entering  into  an  interest  rate  swap.  After  the  swap.  Bank  A  wouM  be  more 
closely  'matched'  because  a  certain  portion  of  its  payments  on  both  its  assets  and 
liabilities  wouki  t>e  based  on  a  floating  rate;  therefore,  if  Interest  rates  rise,  not  only  woukj 
Bank  A  be  paying  a  higher  rate  on  its  floating  rate  liabilities,  but  also  It  wouki  t>e  receiving 
a  higher  rate  on  Ks  floating  rate  assets,  therefore  decreasing  Its  vulnerability  to  rising 
interest  rates.   (The  other  portion  of  Bank  A's  payments  on  both  Ks  assets  and  ilabllHIes 
wouW  be  more  closely  ntatched  on  a  fixed  rate  basis.)   Bank  B  may  f\ave  the  opoosKe 
problem  where  a  majority  of  Ks  assets  are  based  on  a  floating  rate  while  a  majortty  of  Hs 
ilabilKles  are  based  on  a  fixed  rate,  therefore  making  K  vulnerable  to  falling  interest  rates. 
Therefore,  Bank  B  may  wish  to  enter  into  a  swap  in  order  to  increase  the  percentage  fixed 
rate  asset  payments  K  receives  while  increasing  the  percentage  of  floating  rate  liabllKy 
payments  K  makes,  therefore  decreasing  its  vulnerabilKy  to  falling  Interest  rates. 

An  Interest  swap  wouki  allow  Bank  A  to  make  payments  to  Bank  B  based  on  a  fixed  rate 
(7%)  while  receiving  payments  from  Bank  B  tMsed  on  a  floatlnfl  rate  (6-month  UBOR). 
(The  amount  of  the  payments  are  calculated  by  applying  tt>e  Interest  rate  to  a  'notionaP 
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•mount,  lor  •xampto  7%  of  tlOO  million  and  U80R  o(  tlOO  mWion,  bU  tti*  notional 
•mount,  tho  $100  million,  is  not  axdMngad  or  o«Md  by  aitlMr  party,  ••  R  ia  in  Iha  eaaa  o( 
a  loan,  "nw  notional  amowN  la  u««d  for  calculation  purpoaaa  only.  Tho  notional  amount 
la  basad  upon  Itia  amount  of  asaata  and  HabOMoa  ttta  banks  wtoh  to  hadga.)  By  antarlno 
Into  ItM  «Mp,  Bank  A  la  acMavIng  Ms  dasirad  goal  of  incraasing  ttM  parcanlsga  of  HoaUng 
rata  assal  paymants  K  racaivss  wtilla  Incraaalng  ttia  parcanlaga  of  Ibud  rata  aabORy 
paymanls  R  makas.  Bank  B  wouU,  In  turn.  iDiJd  paymanis  to  Bank  A  baaad  on  alioaHi^ 
rata  (»4nont>i  UB0I1)  wlilla  xmbdos  psymants  from  Bank  A  baaad  on  a  llxad  rata  (7%). 
TMs  wsy,  Bank  B  la  acMavIng  Ra  dasirad  goal  of  Incraaakig  tha  parcantaga  fbcad  rata 
••sal  paymanto  R  rocalvaa  wttiia  kwroasing  Ilia  parcarrtaga  of  lloatkig  rata  RaMBly 
paymwiu  R  m^k*^.   Nstttisf  Bank  A  nor  B^nk  B  wouM  ba  btMno  on  »»tiathar  or  not  thay 
thinks  Intartst  rifs  wlH  risa  or  tall,  but  wouM  •nt^r  Uito  tha  twao  so  thrt  R  wiR  ba  Im« 
vulnarabK  to  Infrast  rrtas  moving  sRhar  wv.  Both  Bank  A  snd  Bank  B  wouM  ant^  huo 
th«  •wsD  raqsrdlass  of  whathsr  R  thinks  Infrwt  rata.  «ilB  risa  or  f  B.  Both  Bank  A  snd 
BinK  B.  In  wtanct.  wouM  b«  •buying'  an  Insuranca  ooncv  sasint  •  chinos  In  hUaraat 
rates.  «nd  mof  nrmtv  •locking  In'  a  uroflt 

Th«  swap  allows  both  Bsnk  A  and  Bank  B  to  Chang*  thak  •••at/llabilRy  caah  Row  mb 
without  Uking  on  naw  assaU  (loant)  and  llabilKlaa  (dabt)  which  Invoh^a  larga  prlndpal 
amounts  baing  owad.  Onca  agsin,  s  swsp  doas  not  kivotva  tha  axchanga  of  any  principal 
amounts  snd  Instasd  Invdvss  only  cash  Rows.  H,  for  axampla,  Bank  A  falls  snd  dafauRa 
on  tha  swsp,  R  doas  not  owa  Bank  B  tha  tlOO  million,  ••  R  woukl  on  •  io^n.  inataad,  tha 
cost  to  Bank  B  la  that  of  finding  anothar  Bank  to  antar  bRo  a  almliar  contract  b«  placa  of 
Bank  A,  which  may  ba  mora  sxpansivs  to  Bsnk  B  If  tha  Intaraat  rata  anvkonmant  haa 
changad  In  tha  maantima.  This  cost  to  Bank  B  Is  rafsrrad  to  ss  s  'rspiscamant  coat*, 
which  woukj  typically  ba  much  lass  than  tha  cost  of  not  racalving  principal  on  tha 
aqulvalant  amount  of  ioana  naadad  to  achiava  tha  aama  daak«d  cfianga  bi  caah  flowa. 

In  tha  currwit  markal  R  Is  rara  for  two  countarpartlas.  such  ss  Bank  A  and  Bank  B  uaad  ki 
tha  aiamoia  abova.  to  antar  Into  a  swso  soraamwit  dIractN  wRh  aach  othar.  Inataad.  a 
daalar  Is  invoivad.   Tha  dealar  wouU  ba  tha  countarparty  to  i>oth  Bank  A  and  Bank  B  hi 
two  saparata  transactions.  Tha  daalar  woukl  arRar  bRo  a  awap  sRth  Bank  A  bi  placa  of 
Bank  B  tai  tha  axampta  abova.  Than,  tha  daalar  woukl  antar  bMo  an  oppoaRa  awap  with 
Bank  B  bt  placa  of  Bank  A  bi  tha  axampla  abova.  Tha  raauR  woukl  ba  affactlvaly  ti«a  aama 
for  Bank  A  and  Bank  B  ragardiaaa  of  wtiatttar  or  not  a  daalar  waa  htvolvad,  but  wRh  tha 
prasanca  of  a  daalar.  Bank  A  and  Bank  B  would  hava  tha  addad  banaflt  of  not  baing 
rasponsibla  lor  flndbtg  anotttar  bar»k  wito  wiahaa  to  antar  bRo  a  customizad  stMp 
transaction.  Inataad,  both  Bank  A  and  Bank  B  would  go  dbactly  to  an  astsbllshad  daalar, 
and  would  ba  axpoaad  to  that  daalar  bistsad  of  aach  othar.  Tha  daalar  bi  thia  casa,  aa  bi 
most  casas,  wouM  not  ba  axposad  to  Intaraat  rata  riak  bacausa  R  woukl  hava  antarad  bRo 
two  swap  contracts  whk:h  offsat  ona  anothar  (bi  tha  fbst  swap  wtth  Bank  A,  tha  daalar 
wouM  ba  racalving  fbad  and  paying  floating;  and  bi  tha  sacond  swap  wRh  Bank  B,  tha 
daalar  would  ba  racalving  floating  and  paying  flxad.)  Tha  daalar  woukl  aam  monay  on 
pricing  tha  two  transactlona  siightty  diffsrently,  tharafora  making  a  tM/offar*  spraad  lor  Ra 


Other  Uses  of  Interest  Rate  Swaps 

Asset-Liability  Management/Reduce  Funding  Costs:  Interest  rate  swaps  were 
initially  developed  to  address  the  needs  of  parties  with  mismatched  assets  and  liabilities, 
such  as  Bank  A  and  Bank  B  in  the  above  example.   For  a  corporate  end-user,  interest 
rate  swaps  can  also  be  used  to  achieve  a  more  desirable  asset/liability  mix.  An 
industrial  company,  for  example,  may  have  the  ability  to  borrow  floating  rate  funds  but 
desires  to  borrow  fixed  rate  ^nds  in  order  to  balance  fixed  rate  assets  and/or  to 
accurately  predict  future  costs.   If  the  credit  rating  of  the  industrial  company  is  not  in 
one  of  the  higher  categories,  it  will  not  be  able  to  raise  fixed  rate  funds  at  what  it 
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considers  acceptable  rates.  Therefore,  the  industrial  company  may  seek  to  enter  into  a 
swap  with  a  counterparty,  such  as  a  bank,  who  has  a  higher  credit  rating  and  can 
therefore  borrow  fixed  rate  funds  at  a  lower  rate.  The  bank  may  have  a  need  for 
floating  rate  funds  and  would  therefore  desire  also  to  enter  into  the  swap.  As  mentioned 
above,  such  transactions  typically  involve  a  dealer  who  enters  into  two  separate  swap 
transactions  so  that  the  industrial  company  and  the  bank  do  not  have  to  seek  out  one 
another.   Interest  rate  swaps  can  also  be  used  by  banks  to  lower  their  cost  of  funds  by 
exploiting  credit  spreads  between  the  fixed  and  floating  rate  markets. 

In  order  to  accommodate  specific  needs,  the  industry  has  developed  many  other 
variations  of  the  basic  or  "plain  vanilla"  swap.   Variations  include  accreting  rate  swaps  or 
step-up  swaps,  in  which  the  notional  amount  increases  over  the  life  of  a  swap,  or 
amortizing  rate  swaps,  in  which  the  notional  amount  deaeases  over  the  life  of  a  swap. 
An  accreting  swap  can  be  used  when  the  underlying  principal  is  expected  to  increase,  for 
example,  when  an  institution  is  borrowing  in  the  form  of  a  line  of  credit  which  it  draws 
upon  at  a  floating  rate  over  time.  An  amortizing  rate  swap  can  be  used  to  hedge  a 
borrowing  that  is  repaid  in  installments.   In  addition,  instead  of  an  interest  rate  swap 
involving  an  exchange  of  fixed  for  floating  rate,  an  interest  rate  swap  may  involve  the 
exchange  of  a  floating  rate  for  a  rate  that  is  based  on  an  interest  rate  index. 

An  Alternative  Financing  or  Funding  Vehicle:  An  interest  rate  swap  may  also  be 
used  to  create  a  "Synthetic  Security'.  A  synthetic  security  combines  a  security  instrument 
with  an  interest  rate  swap  or  derivative  swap  product  that  has  payment  dates  and  cash 
flow  patterns  coincident  with  those  of  the  asset.   By  entering  into  such  a  contract,  an 
investor  can  create  a  new  security  with  enhanced,  and  more  desirable,  performance 
features.  For  example,  an  institutional  investor  may  like  the  high  credit  rating  associated 
with  a  particular  security,  but  not  the  fixed  coupon  rate.   In  this  case,  the  investor  would 
enter  into  a  swap  with  a  bank  whereby  the  bank  commits  to  pay  a  fixed  rate  on  a 
notional  amount  (which  will  equal  the  principal  amount  of  the  securities  purchased  by 
the  investor)  and  the  investor  commits  to  pay  a  floating  rate  (based  on  the  coupon 
payment  of  the  securities).  Thus,  a  synthetic  security  is  aeated  through  the  use  of  a 
swap.  Synthetic  securities,  in  practice,  are  most  commonly  used  to  aeate  a  floating-rate 
asset  from  a  fixed-rate  asset 

Hedge  Interest  Rate  Exposure:  Interest  rate  swaps  can  also  help  an  institution 
holding  a  long-term  bond  to  protect  asset  value  though  a  period  of  expected  interest  rate 
turbulence.  The  institution  can  enter  into  a  swap  where  it  makes  fixed  rate  payments  in 
return  for  receiving  floating  rate  payments  during  that  period,  thereby  alleviating  the 
need  for  the  institution  to  sell  the  bond  outright.   Interest  rate  swaps  can  also  be  used  to 
hedge  against  adverse  changes  in  rates  even  though  the  related  borrowing  may  not  occur 
for  several  months  or  years.  This  can  be  accomplished  either  by  using  a  conventional 
interest  rate  swap,  or  other  swaps  such  as  a  forward  swap  or  an  option  on  an  interest 
rate  swap.  A  forward  swap  obligates  both  parties  to  enter  into  a  swap  which  is  based  on 
current  fixed  rates  but  does  not  commence  until  several  months  or  years  in  the  future. 
An  option  on  an  interest  rate  swap  gives  one  counterparty  the  right,  but  not  the 
obligation,  to  enter  into  an  interest  rate  swap  at  some  point  in  the  future. 

Trading/Speculation:   Interest  rate  swaps  may,  to  a  much  lesser  extent,  be  used 
for  trading  and  speculation.   In  general,  if  a  firm  enters  into  an  interest  rate  swap 
without  hedging  a  corresponding  asset  or  liability,  the  firm  creates  an  interest  rate 
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position  for  the  life  of  the  swap.  Interest  rate  swaps  can  also  be  used  as  fixed  income 
trading  vehicles,  as  can  basic  U.S  Treasury  and  corporate  bonds.  For  example,  a  five- 
year  swap  to  receive  fixed  and  pay  floating  is  analogous  to  purchasing  a  five-year  bond 
financed  at  the  floating  LIBOR  rate.  This  position  can  be  unwound  or  essentially  "sold" 
in  the  swap  market  at  a  gain/loss  to  the  institution,  as  can  an  intermediate  bond  in  the 
secondary  bond  market   In  this  way,  institutions  can  take  advantage  of  the  slope  of  the 
yield  curve  or  the  relative  behavior  of  different  indices. 


nn  Currency  Swaps 

A  currency  swap  is  one  in  which  two  counterparties  exchange  payment  streams 
and,  unlike  other  swaps,  principal  (notional)  amounts,  based  on  two  different  currencies. 
Currency  swaps  may  also  involve  more  than  two  counterparties.   Maturities  of  currency 
swaps  are  typically  longer  than  the  maturity  of  other  swaps.  One  of  the  most  common 
types  of  currency  swaps  is  a  Cross-Currency  Interest  Rate  Swap  which  involves  the 
exchange  of  streams  of  interest  rate  payments  in  different  currencies  and  often  on 
different  interest  bases  (for  example,  fixed  interest  rate  payments  in  Japanese  yen  for 
floating  interest  rate  payments  in  U.S.  dollars;  or  fixed  interest  rate  payments  in 
Japanese  yen  for  fixed  interest  rate  payments  in  U.S.  dollars;  floating  for  floating  cross- 
currency  swaps  also  exist).   Principal  amounts,  or  the  notional  amounts,  to  which  the 
interest  rate  is  applied,  are  in  many  cases  exchanged  at  inception  of  the  swap.  The 
exchange  rate  used  is  typically  set  at  the  foreign  exchange  rate  at  the  time  the  swap  is 
entered  into.   Principal  amounts  are  then  re-exchanged  at  the  maturity  of  the  swap  or, 
alternatively,  are  exchanged  over  a  series  of  repayment  dates.   Payments  are  usually 
made  on  a  gross  basis. 

Cross-Currency  Interest  Rate  Swap  Example  Described  Below 

(See  Diagram  2  next  page) 

In  this  •x«mpl«,  tuppoM  that  Counterparty  B  It  headquartared  in  tha  U.S.  but  haa  a  major 
tubsidiary  In  Germany.   Therefore,  Counterparty  B  haa  sizable  revenue*  (cash  ln-flow«)  in 
Deutsche  mark*,  txii  has  borrowed  debt  (c«sh  out-flows)  In  U.S.  dollars.  Counterparty  8 
Is  then  vulnerable  to  a  decline  In  the  value  of  the  mark  compared  to  the  dollar,  because  as 
the  value  of  the  mark  declines,  the  value  of  Counterparty  B's  cash  in-flows  In  marfca  will 
decline,   if  the  value  of  Counterparty  B't  cash  in-flows  decline,  R  will  take  a  greater 
amount  of  Deutsche  mark  cash  irv-flows  to  help  pay  off  the  U.S.  dollar  cash  out-flows. 
Counterparty  B  may  then  wtsh  to  enter  into  a  currency  swap  so  H  can  pay  Ha  cash  out- 
flows In  marks  (Instead  of  U.S.  dollars)  to  match  the  cash  in-flows  It  Is  receiving  in  rrtarks. 

in  the  currency  swap,  Counterparty  B  woukl  give  to  Counterparty  A  $100  million  dollars 
(which  it.  In  essence,  received  from  Its  U.S.  debt  borrowirig  of  $100  million)  and  would 
receive  from  Counterparty  A  160  million  mark*  (the  amount  of  marka  Is  l>ased  on  a  current 
exchange  rate  in  this  case  of  1.6  DM/$.)  Over  the  life  of  the  five  year  currency  swap. 
Counterparty  B  wouki  pay  7.5%  Interest  on  160  million  marks  (therefore  achieving  Ks 
desired  goal  of  converting  its  cash  out-flows  to  marks  instead  of  dollars  in  order  to  match 
its  cash  in-flows  which  are  in  marks)  and  receive  from  Counterparty  A  S%  interest  on  $100 
million  (which  it  can  use  to  pay  its  U.S.  dollar  debt.)   Counterparty  B  woukJ  no  longer  be 
exposed  to  the  change  in  value  of  the  mark  compared  to  the  dollar,  aa  the  swap  allowed  it 
to  effectively  'swap*  its  U.S.  dollar  debt  Into  Deutsche  mark  debt  At  the  end  of  the  five 
years,  the  principal  amounts  would  be  paid  in  reverse,  with  Counterparty  B  paying 
Counterparty  A  160  million  marks  and  receiving  from  Counterparty  A  $100  million.   In  thia 
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txampto,  Counterparty  A  could  b«  •  company  In  Um  oppo«H«  (lluation  ••  Counterparty  B 
or  could  ba  a  daalar. 

Other  Uses  of  Currency  Swaps 

Asset-Liability  Management:   Financial  institutions  and  other  companies  use 
currency  swaps  to  protect  themselves  from  sharp  and  unpredictable  shifts  in  exchange 
rates  which  can  reduce  their  profits  significantly  or  eliminate  them  altogether.   A 
currency  swap  can  help  such  institutions  more  closely  match,  by  currency  and  maturity, 
long-term  cash  in-flows  with  cash  out-flows.  Currency  swaps  aiso  help  financial 
institutions  and  other  companies  alleviate  such  funding  problems  as  the  lack  of  available 
credit  in  local  foreign  markets,  high  interest  rates  in  available  markets,  foreign  exchange 
controls  and  regulations  in  the  countries  involved,  and  tax  and  accounting  problems.   As 
for  hedging,  an  institution  may  enter  into  a  currency  swap  for  the  reasons  given  in  the 
example  above;  or,  in  another  situation,  an  institution  with  foreign-currency  debt  not 
matched  by  foreign  currency  assets  may  enter  into  a  foreign  currency  swap  to  protect 
against  a  rise  in  debt  cost  due  to  a  depreciation  in  the  institution's  domestic  currency. 

An  Alternative  Financing  or  Funding  Vehicle/Reduce  Funding  Costs:  An 
institution  may  traditionally  fund  itself  in  its  home  currency  but  face  major  interest  rate 
risk  thereby.  Therefore,  the  institution  may  wish  to  fund  itself  in  a  foreign  currency 
which  offers  a  preferable  exchange  and  interest  rate  risk  combination.  The  institution, 
however,  may  lack  direct  access  to  foreign-currency  funding.   A  currency  swap  helps  such 
an  institution  borrow  in  a  desired  currency  in  a  more  efficient  way  than  a  non-derivative 
parallel  loan  structure.     (This  is  analogous  to  how  an  interest  rate  swap  allows 
institutions  to  change  cash  flows  without  entering  and  exiting  the  cash  markets.)   In  a 
parallel,  or  back-to-back,  loan  stn^cture,  two  institutions  with  headquarters  in  different 
countries,  each  having  a  subsidiary  in  the  other's  country,  would  lend  to  each  other 
equivalent  amounts  of  their  respective  currencies  based  upon  current  rates  of  exchange. 
Each  lender  would  charge  interest  to  the  other,  based  upon  prevailing  lending  rates  in 
the  two  countries.  There  would  be  two  separate  loan  agreements  and  two  separate  gross 
interest  rates.   A  straight  currency  swap  shares  some  of  the  characteristics  of  a  parallel 
loan,  but  is  a  much  simpler  and  efficient  financing  device.   A  currency  swap  can  be 
structured  to  involve  a  present  exchange  of  two  currencies  and  an  agreement  to  re- 
exchange  these  currencies  after  a  set  period.  The  initial  exchange  of  currencies  would  be 
made  at  the  current  spot  rate.  The  currency  swap  would  contain  only  a  single  agreement 
and  a  single  commission  fee,  usually  annual,  which  would  be  characterized  as  a  net 
interest  rate. 

Hedge  Existing  Exchange  Rate  Exposure:    If  an  institution  has  an  exposure  in  a 
foreign  currenqr  (an  asset  such  as  a  loan,  security,  or  trading  position)  and  its  intention  is 
not  to  take  a  view  on  the  future  direction  of  interest  and/or  currency  rates,  the 
institution  may  enter  into  a  currency  swap  with  a  notional  amount  and  interest  rate 
which  matches  that  of  the  asset  or  trading  position  in  order  to  protect  itself  against 
changes  in  currency  values  and  interest  rates. 

Trading/Speculation:   Currency  rate  swaps  may,  to  a  much  lesser  extent,  be  used 
for  trading  and  speculation.   In  general,  if  a  firm  enters  into  a  currency  swap  without 
hedging  a  corresponding  asset  or  liability,  the  firm  creates  a  forward  foreign  exchange 
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position  for  the  life  of  the  swap. 

(Hi)  Commodity  Swapa 

A  commodity  swap  is  one  in  which  two  counterparties  exchange  payment  streams 
where  at  least  one  payment  stream  is  based  on  a  commodity  price  index.  Typically  one 
payment  stream  is  based  on  a  fixed  rate  and  the  other  on  an  average  floating  rate, 
allowing  one  party  to  make  payments  based  on  a  specified  fixed  price  for  a  specified 
amount  of  a  commodity  and  receive  payments  based  on  the  market  price  at  specified 
payout  dates  over  the  lifetime  of  the  swap.  like  other  swaps,  a  hypothetical  quantity  of 
the  commodity  (the  "notional"  amount)  is  used  to  calculate  the  payment  streams.  The 
notional  amount  is  typically  used  for  calculation  purposes  and  not  exchanged  or  owed  by 
either  counterparty.   However,  physical  delivery  of  the  notional  amount  of  the  underlying 
commodity  may  occur  in  some  instances.  Commodity  swaps  enable  producers  and 
institutional  consumers  to  hedge  commodity  price  risk.  Usually,  the  producer  pays 
floating  and  the  institutional  consumer  pays  fixed. 

A  commodtty  awap,  Ilka  other  awapa,  la  uaually  atructured  ao  that  a  dealar  acta  aa  th« 
Intermediary  between  producera  and  Inatltutlonai  conaumera  aeeking  to  hedge  their  riaka 
agalnat  fluctuallona  In  the  value  of  a  certain  commodtty,  auch  aa  petroleum,  uaed  In  their 
buaineaa.  Producera  are  uaually  concerned  that  the  future  market  price  of  a  commodtty 
will  be  leaa  than  their  coata  of  production,  and  inatttutionai  conaumera  are  uaually 
concerned  that  the  future  price  of  a  commodtty  will  Increaae  above  current  levela.  Aa 
auch,  commodtty  awapa  are  dealgned  to  function  In  much  ttie  aame  way  an  Intereat  rate 
awap  wouM  for  entttiea  aeekIng  to  hedge  thek  intereat  rate  expoaurea. 

Commodity  Swap  Example  Described  Below 
Dealer  Involved 

Part  I  -  Producer  of  Oil  Hedges  its  Revenue  (hedges  a  decrease  in  oil  prices) 

(See  Diagram  3  next  page) 

Fait  II  •  Airline  Hedges  its  Cost  (hedges  an  increase  in  oil/jet  Aiel  prices) 
(See  Diagram  4  next  page) 

In  a  typical  commodtty  awap,  a  commodtty  and  fixed  reference  price  are  apecified  for  the 
purpoae  of  calculating  paymenta  tMsed  on  a  apecified  notional  quanttty  or  volume  of  the 
commodtty."  The  counterpartiea  also  use  a  floating  market  price  of  the  commodtty  on 
apecified  datea  to  determine  the  amounta  due  under  the  awap.  In  thia  example,  the  oil 
producer  (Counterparty  A)  wishes  to  hedge  against  a  drop  in  the  price  of  oil.  Under  the 
awap  between  the  oil  producer  (Counterparty  A)  and  a  dealer  (Counterparty  B),  the  dealer 
agrees  to  make  paymerrts  tMsed  on  the  fixed  reference  price  of  the  oil  (WT1  fixed  term 
price)  and  the  oil  producer  agrees  to  make  paymenta  based  on  the  floating  market  price 
(Wn  average  floating  spot  price).   (The  dealer  is  acting  aa  a  instttutional  consumer  of  the 
commodtty  wouki,  and  the  dealer  will  typically  enter  into  a  aecond  'oppostte'  swap  wtth  an 


'  Source:  Gubank. 
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InctttuUonal  conaumar,  •■  demonstrated  as  Part  II  of  thia  example.  In  Uiia  wy,  the  effect 
will  be  the  aame  aa  H  the  producer  and  Institutional  conaumer  had  entered  into  the  »wp 
with  each  other.  However,  with  the  presence  of  the  dealer,  the  producer  and  the 
institutional  conaumer  do  not  have  to  find  each  other.)  Under  the  swap,  H  the  noatlng 
martat  price  of  the  o4l  falls  below  the  fixed  reference  prtce,  the  net  payment  baaed  on  tt>e 
excaaa  of  the  re(erer>ce  price  over  the  marVet  price  will  be  paid  by  the  dealer  to  tlie 
producer  and  K  the  doatlng  rrurltet  price  of  the  oil  exceeda  the  fixed  reference  price,  the 
net  payment  besed  on  such  excess  will  be  paid  by  the  producer  to  ttie  dealer.    Jo 
essence,  the  pfotiucer.  throuoh  the  swap  has  'locked  In'  a  aale  price  of  his  oil  at  the  nxed 
reference  price  and  the  producer  has  foregone  any  upside  potential  of  an  Increese  In 
pricee  beyond  the  reference  rate.   lUore  specifically,  If  a  producer  expecta  to  sell  20  million 
barrels  of  oil  si  prices  ranging  between  tie  end  $22/l>arTel,  to  amoolh  out  hia  monthly 
revenue  stream,  he  may  agree  to  pey  the  swap  dealer  the  floating  apol  average  price  for 
the  month  and  receive  in  exchange  a  fixed  price  of  S20/barrel  for  20  million  barrela. 

In  ttie  second  swap  between  the  deeler  (Counterperty  B)  end  an  institutional  consumer  of 
iel  fuel  (Courtterparty  C),  the  converse  occurs.   In  this  example,  the  institutional  consumer 
(Counterparty  C)  is  an  sirilne  who  withes  to  hedge  against  a  rise  in  the  price  of  )et  fuel, 
which  typically  rises  when  the  price  of  oil  rises.   In  such  a  swap,  the  dealer  agrees  to 
make  payments  ttased  on  the  floating  market  price  of  )et  fuel  Qet  fuel  average  floating  spot 
price)  and  the  alriine  agrees  to  make  payments  based  on  the  flxed  reference  price  (Jet  fuel 
fixed  price).    Under  the  swap,  if  the  floating  market  price  of  )et  fuel  Is  less  than  the  fixed 
reference  price,  the  airiine  will  make  a  net  payment  to  the  dealer  t>ased  on  such  excess 
snd,  If  the  market  price  exceeds  the  reference  price,  the  dealer  will  make  a  net  payment  to 
the  alriine.   In  essence,  the  airline,  through  the  swap,  has  obtained  a  stable  Price  for  let 
fuel  but  has  forgone  the  benefits  of  a  decrease  In  the  price  below  the  reference  price. 
This  allows  the  airiine  to  operate  with  an  anticipated,  fixed  cost  baae. 

Aa  ttte  result  of  the  two  swapa,  the  dealer  haa  enabled  the  counterpartlea  to  hedge  the 
riaka  of  decreases  In  oil  prices  (in  the  case  of  the  swap  with  tl>e  oil  producer)  and  hedge 
ttM  risk  of  increases  In  jet  fuel  prices  (In  the  case  of  the  svnp  wtth  ttie  eiriine). 
Commodity  swape  are  typically  only  firuncial  arrangementa  and  paymenta  are  made  in 
caah.   Neither  the  dealer  or  the  coumerparty  Is  typically,  at  any  time,  required  to  purchase 
the  commodity  on  which  the  swap  la  t>ased. 


Other  Uses  of  Commodity  Swaps 

Commodity  swaps  were  developed  by  banks  to  provide  customers  with  hedging 
instruments  that  are  more  flexible  and  tailored  than  commodity  futures  contracts. 
Commodity  futures  contracts  are  limited  in  terms  to  the  type  of  commodity  and  maturity 
and  have  standardized  notional  amounts.  Commodity  swaps  can  be  tailored  so  that  a 
swap  can  more  perfectly  hedge  an  underlying  transactioiL 

Commodity  swaps  enable  producers  and  institutional  consumers  to  hedge 
commodity  price  risk.  There  is  growing  swap  activity  in  the  principal  non-ferrous  metals, 
such  as  copper  and  aluminum,  and  more  in  gold,  based  on  the  advantages  of  the  swap 
instrument  for  protecting  long-term  project  financing  vulnerable  to  price  instability.  The 
major  activity  of  commodity  swaps,  however,  now  lies  in  petroleum  and  petroleum 
products. 

In  1989,  the  CFTC  gave  banks  a  broad  exemption  from  regulation  relative  to 
swap  transactions  involving  commodities.   Since  the  CFTC  exemption,  bank  dealer 
participation  in  this  market  has  been  growing  rapidly.  To  date,  the  business  has  been 
concentrated  in  large,  sophisticated  institutions  that  have  the  systems  capability  and 
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technical  expertise  to  manage  the  risks  associated  with  these  products. 


(iv)  Equity  Swans 

An  equity  swap  is  one  in  which  two  counterparties  exchange  the  rate  of  return  (or 
a  component  thereof)  of  an  equity  investment  (an  individual  stock,  a  basket  of  stocks  or 
an  index  of  stocks)  for  the  rate  of  return  of  a  non-equity  investment  (such  as  a  bond 
index)  or  another  equity  investment  Typically,  an  investor  will  swap  either  fixed  or 
floating  rate  interest  payments,  on  a  bond,  for  example,  for  payments  indexed  on  the 
performance  of  a  broad-based  stock  index  in  a  domestic  or  foreign  market  like  other 
swaj)s,  a  hypothetical  "notional"  amount  is  used  to  calculate  the  payment  streams.  The 
notional  amount  is  used  for  calculation  purposes  only  and  is  not  exchanged  or  owed  by 
either  counterparty.  Capital  appreciation  also  may  be  included  on  one  or  both  sides  of 
the  swap. 

Equity  Swap  Example  Described  Below 
(Institutional  Investor  Exchanges  a  Fixed  Income  Bond  Return  for  an  Equity  Return) 

(See  Diagram  S  next  page) 

In  this  equity  twap,  Countefparty  A  Is  an  Institutional  Investor  who  holds  a  bond  portfolio 
on  which  It  receives  a  fixed  Interest  rate  return.   The  Institutional  Investor  «vtshes  to 
exchange  that  fixed  bond  return  for  an  equity  return  without  Incurring  the  transaction  costs 
of  liquidating  its  existir>g  bond  portfolio  and  building  an  outright  equity  portfolio. 
Therefore,  the  Irtstltutlonai  investor  enters  Into  an  equity  swap  with  Counterparty  B 
(another  Investor  with  th*  opposite  goal  or,  mucii  more  typically,  a  dealer  who 
subsequently  errters  into  a  second  and  opposite  swap  with  another  investor).  The 
Institutional  Investor  (Counterparty  A)  pays  a  fixed  sum  to  Counterparty  B  based  on  the 
fixed  return  Counterparty  A  Is  receiving  on  its  bond  portfolio.  In  return,  Counterparty  B 
pays  a  sum  based  on  the  equity  returns  of  the  S&P  index  to  Counterparty  A.  Again,  this 
enables  Counterparty  A  to  receive  the  benefits,  for  a  period  of  time,  of  an  equity  return, 
while  retaining  Ks  t>ond  portfolio  for  ttie  longer-term  benefits. 

Other  Uses  of  Equity  Swaps 

An  equity  swap  which  involves  the  exchange  of  a  fixed  income  return  for  an 
equity  return,  as  in  the  above  example,  allows  an  investor  to  earn  equity  returns  when 
the  investor  deems  them  promising  without  the  transaction  costs  of  liquidating  an 
existing  bond  position  or  building  an  outright  equity  position.  The  investor  also  avoids 
the  complications  of  transacting  in  unfamiliar  markets  and  choosing  individual  stocks 
when  a  stock  index  will  suffice.  Equity  swaps,  as  with  all  swaps,  may  be  enhanced  by 
options  features  customized  to  the  interests  of  the  investor.  A  counterparty  on  the  other 
side  of  the  equity  swap  may  wish  to  change  the  equity  base  on  which  it  earns  returns  or 
change  its  base  to  a  non-equity  base,  such  as  a  stable  and  predictable  bond,  for  a 
specified  f)eriod  of  time  to  achieve  particular  business  objectives. 

An  equity  swap  may  also  involve  the  exchange  of  one  equity  return  for  another 
equity  return,  thus  allowing  an  institutional  investor  to  exchange  one  market  risk  for 
another  market  risk.  (For  example,  an  investor  may  pay  a  swap  dealer  or  other 
counterparty  a  fixed  sum  based  on  the  S&P  index,  and  the  dealer  or  other  counterparty 
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may  pay  the  investor  a  fixed  sum  based  on  the  DAX  index  (a  German  securities  index).) 

Institutional  investors  who  use  equity  swaps  and  other  equity  derivatives  include: 
insurance  companies  and  investment  fund  companies,  such  as  mutual  funds,  who  want  to 
sell  new  products  to  their  retail  clients;  pension  funds  who  want  to  have  an  exposure  to  a 
certain  equity  market  without  having  to  buy  the  shares  in  the  market;  and  corporate 
treasurers  who  want  tools  to  manage  or  hedge  different  exposures  on  their  balance 
sheets.  Through  equity  derivatives,  such  institutions  may  now  have  an  exposure  to  all 
leading  stock  markets  in  the  world  without  having  to  actually  buy  shares  in  those 
markets.^' 


'  SJuipe,  Antooii,  'Equity  ProductK  Hedge  Af^iea  Stock  Swine'  TTie  Finand«l  Times.  October  20,  1993. 
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(b)  Forwards 

A  forward  contract  obligates  one  counterparty  to  buy,  and  the  other  to  sell,  a 
specific  underlying  instrument  at  the  current,  or  spot,  price,  amount,  and  date  for 
delivery  in  the  future  (over  30  days).  Customarily,  there  is  no  money  settlement  at  the 
beginning  of  the  forward  contrart  or  during  the  lifetime  of  the  contract,  but  only  on  the 
maturity  date.  On  the  maturity  date,  the  difference  between  the  contracted  rate  or  price 
and  the  prevailing  rate  or  price  at  the  time  of  maturity  is  settled  in  cash.  Forwards  are 
used  by  institutions  to  lock  in  a  certain  interest  rate,  exchange  rate,  commodity  price,  or 
equity  return  at  a  date  in  the  future.  The  most  common  typ>e  of  forward  contract  is  a 
Forward  Foreign  Exchange  Contract,  based  on  currency  rates,  with  a  typical  maturity  of 
one,  three  or  six  months,  with  some  up  to  one  year.  The  Commodity  Exchange  Act 
(CEA)  excludes  forwards  from  CFTC  jurisdiction.^* 

Based  on  the  underlying  instrument,  a  forward  contract  can  take  several  forms, 
including: 


ri)  Forward  Rate  Agreement  (FRA) 

Based  on  interest  rates,  counterparties  agree  on  an  interest  rate  to  be  paid  on  a 
notional  amount  on  a  specified  future  date. 

(ii)  Forward  Foreign  Exchange  Contract 

Based  on  currency  rates,  one  counterparty  agrees  to  buy,  and  the  other  to  sell,  a 
certain  amount  of  a  foreign  currency  at  a  certain  exchange  rate  for  delivery  on  a 
specified  future  date. 

(iii)  Forward  Commodity  Contract 

Based  on  commodity  prices,  one  counterparty  agrees  to  buy,  and  the  other  to  sell, 
a  certain  amount  of  a  commodity  at  a  certain  price  for  delivery  on  a  specified  future 
date. 


(i\)  Forward  Equity  Contract 

Based  on  stocks  and  stock  indices,  one  counterparty  agrees  to  buy,  and  the  other 
to  sell,  a  certain  amount  of  equity  contracts  at  a  certain  price  for  delivery  on  a  specified 
future  date. 


*•  Reganling  foiwinto,  see  Sec.  11(11)  of  Ibe  CEA.  7  USC  Jl.    Regarding  thote  tr»n»ctioni  io  the  intertMnk  market,  see  7  USC 
12.  Also  regaiding  ioterbank  nurket,  see  50  Fed.  Reg.  42963  (Oct.  23,  1987). 
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Other  Uses  of  Forwards 

Forwards  are  used  by  both  counterparties  of  a  forward  contract  to  lock  in  a 
certain  interest  rate,  exchange  rate,  commodity  price,  or  equity  return  on  a  date  in  the 
future.  This  allows  both  counterparties  to  achieve  greater  certainty  in  costs  and 
revenues,  and  removes  their  vulnerability  to  changes  in  such  rates  and  prices.  Financial 
institutions,  money  managers,  corporations,  and  traders  use  forwards  for  managing 
interest  rate,  currency,  commodity,  and  equity  risks.  Forwards  can  also  be  used  to 
arbitrage  price  discrepancies  within  and  between  markets  and  to  speculate  on  market 
movements.   While  most  large  banks  are  active  in  the  interest  rate  and  foreign  exchange 
markets,  only  a  handful  of  banks  have  exposures  in  commodities  or  equities.  Federal 
Reserve  Board  policy  requires  that  forwards  and  futures  be  used  prudently  and  that  they 
be  used  generally  to  reduce  risk, 

For  example,  forward  rate  agreements  (FRAs)  are  typically  used  by  banks.  The 
seller  of  the  FRA  agrees  to  pay  the  buyer  of  the  FRA  the  difference  between  an  interest 
rate  agreed  to  in  the  contraa  and  the  prevailing  reference  rate  (or  spot  rate),  multiplied 
by  the  notional  amount.   If  the  reference  rate  at  maturity  is  higher  than  the  contracted 
rate,  then  the  seller  pays  the  buyer.   If  the  reference  rate  at  maturity  is  lower  than  the 
contracted  rate,  the  buyer  pays  the  seller.   FRAs  are  often  used  as  a  hedging  instrument 
for  bank  activities  that  expose  the  bank  to  interest  rate  risk.    FRAs  also  allow  a 
borrower  or  lender  to  lock  in  an  interest  rate  for  a  period  that  begins  in  the  future,  thus 
extending  the  maturity  of  its  liabilities  or  assets.  For  example,  a  bank  that  has  limited 
access  to  funds  with  maturities  greater  than  six  months  and  has  relatively  longer-term 
assets  can  contract  for  an  FRA  that  will  determine  today  the  cost  of  six  month  funds  it 
will  receive  in  six  months'  time.   Large  banks  may  employ  FRAs  as  a  trading  instrument. 
Market-makers  seek  to  earn  a  spread  through  buying  and  selling  FRAs.  Trading  may 
also  take  the  form  of  arbitrage  between  FRAs  and  interest  rate  futures  or  short-term 
interest  rate  swaps. 

Banks  use  forwards  and  futures  (futures  are  described  below)  to  manage  the  risk 
of  their  assets  and  liabilities  as  well  as  off-balance  sheet  exposures.  Asset-liability 
management  may  involve  the  use  of  financial  forwards  and  futures  to  lock  in  spreads 
between  borrowing  and  lending  rates.  These  contracts  may  also  be  used  to  hedge 
investment  portfolios  against  yield  curve  shifts.   For  example,  banks  can  hedge  mortgage 
portfolios  by  selling  GNMA  forwards. 

Banks  use  foreign  exchange  forwards  and  futures  to  hedge  positions  arising  from 
their  foreign  exchange  dealing  businesses.  A  bank  that  incurs  foreign  exchange  exposure 
from  assisting  its  customers  with  currency  risk  management  can  use  offsetting  contracts 
to  reduce  its  own  exposure.  A  bank  can  also  use  forwards  or  futures  to  cover  unmatched 
currency  swaps.   For  example,  a  dealer  obligated  to  make  a  series  of  Deutsche  mark 
payments  could  buy  a  series  of  Deutsche  mark  forwards  and  futures  to  reduce  its 
exfKJSure  to  changes  in  the  US$/DM  exchange  rate. 

Traders,  investors,  and  banks  can  use  forwards  for  speculating  or  taking  calculated 
risks  on  price  movements  in  various  markets.   Industry  practitioners  uniformly  maintain 
that  forwards  are  not,  for  all  practical  purposes,  used  for  trading  or  speculation  as  there 
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exist  instruments  better  suited  for  such  purposes.  According  to  OCC  guidelines,^' 
speculation  by  banks  using  forwards  should  be  done  only  by  those  banks  with  strong 
capital  and  the  level  of  risk  management  sophistication  necessary  to  manage  the  activity. 

Corporations  engaged  in  international  trade  may  use  foreign  currency  contracts  to 
hedge  payments  and  receipts  denominated  in  foreign  currencies.  A  corporation  may  also 
use  foreign  exchange  conuacts  to  hedge  the  translation  of  its  foreign  earnings. 

Risk-free  arbitrage  opportunities  using  forwards  and  futures,  whereby  a  trader  can 
exploit  mispricing  across  related  markets  to  lock  in  a  profit,  are  quire  rare.  There  may 
be  very  brief  periods  of  time  when  pricing  in  the  forward  or  futures  market  is  not 
consistent  with  pricing  in  the  cash  market  (e.g.,  bond  and  stock). 


"  Office  of  (he  ComptioUer  of  the  Cunencv.  An  Examiners  Guide  lo  Invesimeni  Product  and  Pratiict*. 
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(2)       Future-Based  Derivatives  (Exchange-Traded) 


(a)  Futures 

Future-based  derivatives  are  similar  to  forward-based  derivatives,  but  the  terms  of 
future-based  derivatives  are  standardized  (exchange-traded).  Under  the  U.S.  Commodity 
Exchange  Act,  futures  may  be  lawfully  entered  into  in  the  U.S.  only  on  a  regulated 
exchange.  The  CEA  gives  the  CFTC  jurisdiction  over  future-based  derivatives." 

A  future  is  an  agreement  to  buy  or  sell  a  specific  amount  of  a  financial  instrument 
or  a  commodity  at  a  particular  price  on  a  specified  future  date.  Unlike  a  forward-based 
derivative  which  is  typically  customized  (OTC),  a  future-based  contrart  is  standardized, 
as  the  price  and  other  terms  are  estabhshed  between  the  buyer  and  seller  on  the  floor  of 
an  organized  exchange  (exchanged-traded).  A  future  obligates  the  buyer  to  purchase  the 
underlying  commodity  or  financial  instrument  and  the  seller  to  sell  it,  unless  the  contract 
is  sold  to  a  third  psrty  before  settlement  date,  which  may  happen  if  a  trader  wants  to 
take  a  profit  or  cut  a  loss.  (This  contrasts  with  options  transactions,  in  which  the  option 
buyer  may  choose  whether  or  not  to  exercise  the  option  by  the  expiration  date.)   Most 
futures  agreements  do  not  involve  the  physical  dehvery  of  the  underlying  instrument,  but 
instead  are  settled  in  cash.  Some  futures,  such  as  those  on  Eurodollars,  municipal  bond 
indices,  and  equity  indices,  actually  sf>ecify  cash  payment  rather  than  physical  delivery. 
In  establishing  futures  hedges,  an  institution  must  first  identify  and  quantify  the  exposure 
to  be  hedged  and  then  purchase  or  sell  an  appropriate  number  of  futures  contracts  to 
offset  any  price  movement  for  the  hedged  cash  position. 

Futures  have  centralized  clearing,  margin  requirements,  and  daily  settlements 
through  the  organized  exchanges.  A  futures  exchange  operates  in  tandem  with  a 
clearinghouse  that  interposes  itself  as  a  counterparty  between  buyers  and  sellers  and 
guarantees  payments  to  them.  A  futures  transaction  actually  consists  of  two 
simultaneous  agreements:  one  between  the  clearinghouse  and  the  buyer  and  one 
between  the  clearinghouse  and  the  seller.  A  contract  can  be  easily  reversed  by  entering 
into  an  o&etting  transaction.   Futures  prices  are  determined  competitively  via  an  open 
outcry  system.  When  entering  into  a  futures  transaction,  counterparties  post  an  initial 
margin  requirement  such  as  5%  to  10%  of  the  principal  amount  of  the  contract.  At  the 
end  of  each  day,  the  futures  position  must  be  marked  to  market  with  gains  or  losses 
added  to  or  subtracted  from  the  counterparties'  margin  accounts.  The  balance  in  a 
margin  account  cannot  fall  below  the  maintenance  margin,  which  typically  corresponds  to 
a  contract's  maximum  allowable  daily  price  movement.  Should  the  position  fall  below 
the  maintenance  margin,  the  counterparty  must  put  up  additional  collateral  known  as 
variation  margin.  On  the  other  hand,  if  the  position  increases  in  value,  the  counterparty 
may  withdraw  the  excess  margin.  For  traders  that  have  positions  in  a  variety  of  futures 
and  cash  instruments,  margin  can  be  determined  on  a  portfolio  basis. 

Futures  are  bought  and  sold  on  exchanges  such  as  the  Chicago  Board  of  Trade 
(CBOT),  the  New  York  Futures  Exchange  (NYFE),  the  Chicago  Mercantile  Exchange 
(CME),  and  the  London  International  Financial  Futures  Exchange  (LIFFE). 


"  Specifically,  Sectioa  2(i)(lXAXi)  ol  tbe  CoouDOdity  Exchange  Act  (laaa  to  the  Commioioa  exdutive  juriidictioo  over 
'accounts,  agreeatealx  (indudinf  toy  traouctioa  which  is  of  the  character  of ,  or  is  commooly  known  to  ibc  trade  as,  an  'opiioa,'...),  and 
iransactiofis  involving  cootractx  of  sak  of  a  commodity  for  future  delivery  _*  7  USC  {2. 
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Like  other  derivatives,  the  type  of  future  depends  on  the  underlying  instrument  to 
be  bought  and  sold  at  a  specified  price  on  a  specified  date.  Futures  can  be  divided  into 
interest  rate  futures,  currency  futures,  commodity  futures,  and  equity  index  futures.^' 

(D  Interest  Rate  Futures 

The  International  Monetary  Market  (IMM),  a  division  of  the  CME,  and  the 
CBOT  handle  most  of  the  fixed-income  interest  rate  futures  in  the  United  States. 
Futures  on  longer-term  contracts  such  as  Treasury  notes.  Treasury  bonds,  and  GNMA 
mortgage  pass-through  securities  are  listed  on  the  CBOT.   Futures  on  short-term 
instruments  such  as  Eurodollar  deposits.  Treasury  bills,  and  certificates  of  deposit  are 
traded  on  the  IMM.  There  are  also  futures  on  bond  indices  such  as  those  for  municipal 
bonds,  corporate  bonds,  Japanese  government  bonds,  and  British  gilts.   As  with 
currencies,  the  most  active  overseas  exchanges  are  in  London,  Tokyo,  and  Singapore. 
Commonly,  delivery  of  the  underlying  instruments  is  not  taken.   Instead,  the  futures 
position  is  closed  out  by  purchasing  or  selling  the  offsetting  futures  contract.  Other 
products  include  futures  on  French  Government  Bonds  or  CAC-40  (on  the  Marche  a 
Terme  International  de  France  or  MATIF),  futures  on  the  German  Bund  (on  the 
Deutsche  Terminborse  or  DTB,  where  a  Bund  is  the  German  government  long-term 
bond),  futures  on  ECU  interest  rates,  and  futures  on  interest  rate  swaps. 


Cii)  Currency  Futures 

In  the  U.S.,  currency  futures  trade  on  the  IMM  division  of  the  CME,  with  the 
most  important  currencies  traded  including  the  Deutsche  mark,  Japanese  yen,  British 
pound,  Canadian  dollar,  and  Swiss  franc.  Overseas,  the  most  active  currency  futures 
exchanges  are  in  London,  Tokyo,  and  Singapore.   Products  include  futures  on  U.S. 
dollars,  futures  on  Deutsche  marks,  and  futures  on  Eurodollars. 


(iii)  Commodity  Futures 

Commodity  futures  usually  entail  delivery  of  the  physical  commodity,  both 
agricultural  and  non-agricultural  commodities,  upon  expiration  of  the  contract  and  trade 
on  the  commodity  exchanges.  Commodity  futures  are  typically  broken  down  into  a) 
energy  futures;  b)  precious  metal  futures;  and  c)  agricultural  futures,  both  domestic  and 
international  soft/ 


(iv)  Equity  Index  Futures 
In  the  U.S.,  equity,  or  stock,  index  futures  include  those  based  on  the  S&P  500 


"  It  it  ifflportul  to  note  Ihit  under  the  Commodity  Exchange  Act.  certain  inlercxt  rile  instruments,  currency  instruments,  equity 
instruments,  and  commodity  instruments  ate  all  considered  a  type  of  rinanoal  commodity. 

"  Soft  is  an  industry  term  for  sugar,  cocoa,  and  cofTee.   Soutte:  The  CFTC  Glocsary:  A  Layman's  Guide  lo  the  Language  of  the 
Futures  Industiy,'  CFTC  December  »,  1991. 
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(on  the  CME),  the  Major  Market  Index  (on  the  CBOT),  the  New  York  Stock  Exchange 
Composite  Index  (on  the  NYFE),  and  the  Nikkei  225  Index  (on  the  CME).  Overseas, 
there  are  futxires  based  on  many  of  the  major  equity  markets,  including  the  Nikkei 
(Osaka  and  Singapore  Futures  Exchanges),  the  DAX  (on  the  LIFFE),  and  the  FT-SE 
100  (on  the  LIFFE). 


Other  Uses  of  Futures 

Futures  are  used  by  institutions  to  lock  in  a  certain  interest  rate,  exchange  rate, 
commodity  price,  or  equity  return  on  a  date  in  the  future.  This  allows  institutions  to 
achieve  greater  certainty  in  costs  and  revenues,  and  removes  their  vulnerability  to 
changes  in  such  rates  and  prices.  Financial  institutions,  money  managers,  corporations, 
and  traders  use  futures  for  managing  interest  rate,  currency,  commodity,  and  equity  risks. 
Futures  can  also  be  used  to  arbitrage  price  discrepancies  within  and  between  markets 
and  to  speculate  on  market  movements.   While  most  large  banks  are  active  in  the 
interest  rate  and  foreign  exchange  markets,  only  a  handful  of  banks  have  exposures  in 
commodities  or  equities.   Federal  Reserve  Board  policy  requires  that  forwards  and 
futures  be  used  prudently  and  that  they  be  used  generally  to  reduce  risk. 

Banks  use  forwards  and  futures  to  manage  the  risk  of  their  assets  and  liabilities  as 
well  as  off-balance  sheet  exposures.  Asset-liability  management  may  involve  the  use  of 
financial  forwards  and  futures  to  lock  in  spreads  between  borrowing  and  lending  rates. 
For  example,  a  bank  may  sell  Eurodollar  futures  in  advance  of  an  anticipated  funding  in 
order  to  lock  in  the  cost  of  the  funds.   If  LIBOR  subsequently  increases,  the  short 
futures  position  will  increase  in  value  offsetting  the  higher  spot  interest  cost  that  the 
bank  will  have  to  pay  on  its  funding.  These  contracts  may  also  be  used  to  hedge 
investment  portfolios  against  yield  curve  shifts.   For  example,  banks  can  hedge  mortgage 
portfolios  by  selling  futures. 

Banks  also  use  foreign  exchange  forwards  and  futures  to  hedge  positions  arising 
from  their  foreign  exchange  dealing  activities.   A  bank  that  inciu^  foreign  exchange 
exposure  from  assisting  its  customers  with  currency  risk  management  can  use  offsetting 
contracts  to  reduce  its  own  exposure.  A  bank  can  also  use  forwards  or  futures  to  cover 
unmatched  currency  swaps.   For  example,  a  dealer  obligated  to  make  a  series  of 
Deutsche  mark  payments  could  buy  a  series  of  Deutsche  mark  forwards  and  futures  to 
reduce  its  exposure  to  changes  in  the  US$/DM  exchange  rate. 

Corporations  engaged  in  international  trade  may  use  foreign  currency  contracts  to 
hedge  payments  and  receipts  denominated  in  foreign  currencies.   For  example,  a  U.S. 
corporation  that  exports  to  Germany  and  expects  payment  in  Deutsche  marks  could  sell 
Deutsche  mark  futures  to  eliminate  the  threat  of  lower  Deutsche  mark  spot  rates  at  the 
time  that  the  payment  arrives.  A  corporation  may  also  use  foreign  exchange  contracts  to 
hedge  the  translation  of  its  foreign  earnings. 

Farmers  use  futures  on  commodities  in  order  to  lock  in  a  specific  price  on  a  crop 
they  are  plaiming  to  sell  in  the  future.   For  example,  it  a  wheat  farmer  it  planning  to  sell  his 
wheat  into  the  market  in  nine  months,  he  may  wish  to  sell  a  future  in  order  to  lock  In  a  price  that 
he  will  receive  for  his  wheat  in  nine  months.   For  example,  a  wheat  farmer  may  sell  a  future  which 
obligates  another  party  to  buy  40,000  bushels  of  wheat  at  $3/bushei  ($120,000).   If  the  marlcet 
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pric*  of  wtMat  i«  only  S2/buth«l  in  nin*  month*.  th«  farmtr  bcncflti  by  InttMd  r«c«lvlng 
$3/bu«tMl  ($120,000)  diM  to  ttM  future.  (Or  th«  oOm  party  can  chooaa  not  to  Uka  phytical 
dalivary  of  tha  wtiaat  and  Inataad  aattla  tha  trada  In  ca»h  by  paying  tha  tarmar  $1/buahal 
($40,000),  and  tha  farmar  could  aubaaquantly  tall  hia  whaat  In  tha  marttat  for  $2/buaha(  ($eo,000), 
for  a  nal  racalpl  to  tha  farmar  of  $120,000.)  If  tha  markal  prfca  of  whaat  la  $4/buahal  In  nina 
montha,  tha  farmar  doaa  not  banafM.  aa  ha  only  racahwt  $3/buahal  ($120,000)  dua  to  tha  futura 
whan  ha  could  hava  racaivad  $4/buahal  ($160,000)  If  ha  had  not  antarad  Into  tha  ftjtura.  (Or  tha 
othar  party  can  chooaa  not  Uka  phyaical  dellvary  of  tha  whaat  and  tha  farmar  can  Inataad  aattla 
tha  trada  In  caah  by  paying  to  ttta  othar  party  an  amount  aqual  to  $1/l>uahal  ($40,000),  and 
aubaaquantly  aall  hIa  whaat  In  tha  markat  for  $4/buaha<  ($100,000),  for  a  nal  racalpt  to  tha  farmar 
of  $120,000.)  Tha  racalpt  of  $120,000  la,  in  i>oth  caaaa,  Incraaaatf  by  ttta  amount  of  monay  tha 
farmar  racaivad  from  tha  aala  of  tfia  futura. 

Risk-free  arbitrage  opportunities  using  forwards  and  futures,  whereby  a  trader  can 
exploit  mispricing  across  related  markets  to  lock  in  a  profit,  are  quite  rare.  There  may 
be  very  brief  periods  of  time  when  pricing  in  the  forward  or  futures  market  is  not 
consistent  with  pricing  in  the  cash  market 

Traders,  investors,  and  banks  can  use  futures  for  speculating  or  taking  calculated 
risks  on  price  movements  in  various  markets.  According  to  OCC  guidelines,^' 
speculation  by  banks  using  futures  should  be  done  only  by  those  banks  with  strong 
capital  and  the  level  of  risk  management  sophistication  necessary  to  manage  the  activity. 
Futures  have  the  advantage  of  lower  transactions  costs  and  higher  leverage.  Speculators 
may  make  bets  on  changes  in  future  prices  by  having  uncovered  long  or  short  positions, 
combinations  of  long  and  short  positions,  combinations  of  various  maturities,  or  cash  and 
futures  positions.   Speculators  may  profit  from  uneven  shifts  in  the  yield  curve, 
fluctuations  in  exchange  rates,  or  changes  in  interest  rate  differentials. 

Money  managers  use  financial  futures  as  an  asset  allocation  tool.   Futures  allow 
managers  to  shift  the  fixed-income,  currency,  and  equity  portions  of  their  fwrtfolios 
without  having  to  incur  the  costs  of  transacting  in  the  cash  markets.  A  fixed-income 
manager  may  use  bond  futures  to  readjust  the  composition  of  a  fixed-income  portfolio  in 
response  to  a  particular  outlook  on  interest  rates.   For  example,  a  manager  anticipating 
an  increase  in  interest  rates  can  shorten  portfolio  duration  by  selling  Treasury  bond 
futures  or  buying  Treasury  bill  futures.  Currency  futures  could  be  used  to  reduce 
currency  risk  in  an  international  portfolio.   Equity  index  futures  can  be  used  to  adjust  a 
portfolio's  exposure  to  the  stock  market 

Pension  and  other  types  of  benefits  managers  may  hedge  a  fixed  future  liability  by 
selling  futures  or  hedge  an  exi)ected  receipt  by  buying  futures.   Interest  rate  swap  dealers 
also  use  forwards  and  futures  to  hedge  their  exposures  because  directly  offsetting  swaps 
with  the  necessary  terms  cannot  be  found  as  quickly.  The  dealers  rely  on  Eurodollar 
futures.  Treasury  futures,  and  floating  rate  agreements  to  hedge  their  unmatched 
commitments.  For  example,  a  dealer  obligated  to  pay  LIBOR  may  sell  Eurodollar 
futures  to  protect  itself  against  an  InCTease  in  interest  rates. 

In  addition  to  the  direct  benefits  of  hedging  to  users  of  futures  markets,  others  in 
the  marketplace  benefit,  according  to  the  CFTC,  from  the  price  discovery  function  of 
futures  markets.   By  providing  continuous  well  publicized  prices,  futtires  markets  provide 
information  to  all  individuals  involved  in  the  production  and  marketing  of  commodities 
on  which  futures  contracts  are  traded. 


**  Office  of  the  Coaptioiler  of  the  f  ""'"H'  (*in  FjT""'rTT  ""■«>«  ">  Invettment  Product  md  Prictket. 
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b.  Option-Based  Derivatives  (both  OTC  and  Exchange-Traded) 

The  second  type  of  derivative  is  the  option-based  derivative.   In  exchange  for  a 
premium,  an  option  contract  gives  the  option  holder  the  right,  but  not  the  obligation  (as 
does  a  forward/future-based  derivative),  to  buy  or  sell  an  underlying  instnunent,  or  settle 
the  value  for  cash,  at  a  specified  price  on  or  before  a  specified  date.  The  party  granting 
the  right  is  referred  to  as  the  option  seller,  or  writer,  and  the  party  receiving  the  option 
is  called  the  option  buyer.  The  seller  is  obligated  to  perform  on  the  contract,  whereas 
the  purchaser  has  a  right,  but  not  an  obligation,  to  perform  on  the  contract   A  call 
option  gives  the  buyer  the  right  to  purchase  the  underlying  instrument  and  a  put  option 
gives  the  buyer  the  right  to  sell  the  underlying  instrument.   Purchasing  a  call  option  is 
considered  a  long  position  and  the  buyer  expects  to  profit  from  the  price  of  the 
underlying  instrument  exceeding  the  strike,  or  exercise,  price  within  the  life  of  the 
contract.  The  put  purchaser  expects  to  profit  from  the  price  of  the  underlying  instrument 
declining  below  the  exercise  price  of  the  contract.  The  exercise  price  is  the  price  at 
which  the  contract  owner  has  the  right  to  buy  or  sell  the  underlying  instruments.  If  it  is 
not  advantageous  for  the  buyer  of  the  option  to  exercise  the  option  before  the  expiration 
date,  the  option  expires  and  the  option  buyer  loses  the  money  paid  as  a  premium.   (The 
expiration  date  of  an  option  is  the  last  day  that  an  option  can  be  exercised  or  traded.) 

An  options  contract  may  be  an  option  on  a  physical  instrument  or  an  option  on  a 
futures  contract.   Typically,  options  on  a  physical  instrument  trade  over-the-counter 
(OTC)  and  specify  delivery  of  the  underlying  instrument.   Other  options,  such  as  all 
options  on  futures,  trade  on  exchanges  (exchange-traded)  and  may  specify  either  delivery 
of  the  underlying  instrument  or  payment  of  net  obligations.   The  CEA  gives  the  CFTC 
jurisdiction  over  certain  option-based  derivatives.'"  The  fair  value  of  an  option  is  the 
price  at  which  an  option  contract  should  be  trading  in  a  liquid  market,  determined  by  a 
mathematical  model  (e.g.,  Black-Scholes  Option  Pricing  Model"). 

An  American  Option  is  one  which  can  be  exercised  at  any  time  prior  to  a 
specified  date  in  the  future.  A  European  Option  is  one  which  must  be  exercised,  if  at 
all,  on  the  specified  future  date.  A  Eurobond  Style  Option  is  one  which  can  be  exercised 
either  on  any  of  a  series  of  specified  dates  or  at  any  time  after  a  specific  date. 

In  practice,  most  call  and  put  options  are  rarely  exercised.   Instead,  institutions 
buy  and  sell  options  before  expiration,  trading  on  the  rise  and  fall  of  premium  prices. 
If  the  buyer  of  a  put  or  call  finds  that  it  is  not  advantageous  to  exercise  the  option,  the 
buyer  can  let  it  expire  worthless.   If  the  option  has  some  value  at  expiration,  the  buyer 
can  exercise  the  option  and  give  (put)  or  take  (call)  delivery  of  the  underlying 
instrument   If  the  option  is  an  exchange-traded  option  and  has  increased  in  value,  the 
buyer  may  prefer  to  take  this  profit  by  executing  a  liquidating  closeout  transaction,  that 
is,  the  sale  of  an  option  with  equal  terms. 


'  Specincally.  Seciioo  2(aXlXAX<)  of  ')■<  Commodity  Exchange  Act  grants  to  the  Commission  exclusive  jurisdictioa  over 
'accounts,  agreements  (including  any  transaction  which  is  of  the  character  of.  or  is  commonly  known  to  the  trade  as,  an  'option,'...),  and 
transactions  involving  contracts  of  sale  of  a  commodity  for  future  delivery  ...'  7  USC  {2. 

"  The  Black-Scholes  Option  Pricing  Model  is  a  model  developed  by  Fischer  Black  and  Myron  Scholes  to  gauge  whether  options 
contracts  are  fairly  valued.  The  model  incorporates  such  factors  as  the  volatility  of  a  underlying  instrument's  tctum,  the  level  of 
interest  rates,  the  relationship  of  the  underlying  instrument's  pnce  to  the  smke  pnce  of  the  option,  and  the  time  remaining  until  the 
option  expire*.   Black-Scholes  is  one  of  the  more  commonly  used  models,  but  many  firms  use  variations  of  Black-Scholes  or  other 
alternative  pricing  models. 
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The  buyer  of  an  option  can  never  lose  more  than  the  premium  paid  for  the 
option.  An  option's  price,  or  premium,  has  two  components,  the  option's  intrinsic  value 
and  the  time  value  premium.  The  intrinsic  value  is  the  amount  that  the  owner  of  the 
option  would  receive  if  the  option  were  exercised  at  the  current  market  price.  An  option 
that  has  intrinsic  value  is  said  to  be  "in-the-money".  An  "in-the-money  option"  occurs 
when  the  strike  price  of  a  call  is  lower  than  the  market  price  of  the  underlying 
instrument,  or  when  the  strike  price  of  a  put  is  higher  than  the  market  price.  An  "out- 
of-the-money"  option  occurs  when  the  strike  price  of  a  call  is  higher  than  the  market 
price,  or  when  the  strike  price  of  a  put  is  lower  than  the  market  price. 

See  Chart  2  on  next  page  for  the  payoff  profile,  or  the  value,  of  an  option-based 
derivative." 


(1)       Option-Based  Derivatives 


(a)  Primary  lypes  of  Options 

The  primary  types  of  options  include  interest  rate  options,  currency  options, 
commodity  options,  and  equity  options.** 

a^  Interest  Rate  Ontion 

An  interest  rate  option  is  based  on  the  right  to  buy  or  sell  an  underlying  interest 
rate  asset,  such  as  a  government  bond,  at  a  specific  price.  An  interest  rate  option  can  be 
customized  (OTC)  or  standardized  (traded  on  an  exchange).  An  interest  rate  option  can 
be  an  option  on  an  underlying  physical  instrument  (such  as  a  GNMA  security)  or  can  be 
an  option  on  an  interest  rate  futures  contract.  Typically,  options  on  an  underlying 
physical  instrument  are  OTC  and  are  regulated  by  the  SEC.  All  options  on  futures  are 
exchange-traded  and  regulated  by  the  CFTC.  An  example  of  an  exchange-traded  interest 
rate  option  is  a  Bond  Futures  Option  (on  the  LIFFE). 

Much  as  forwards  can  be  bundled  to  create  swaps,  options  can  be  bundled  to 
create  other  OTC  interest  rate  options  contracts  called  caps,  floors,  and  collars.   Like 
interest  rate  swaps,  caps,  floors,  and  collars  are  generally  medium-  to  long-term 
transactions.  A  notional  principal  is  used  to  calculate  periodic  cash  flows.  Banks  can 
also  speculate  on  interest  rates  by  purchasing  or  selling  caps  and  floors.  Some  financial 
institutions  act  as  intermediaries  in  cap  and  floor  agreements.   A  cap  or  floor  may  be 
sold  and  an  offsetting  cap  or  floor  may  be  purchased  in  order  to  earn  fee  income. 

a)  Cap;  An  interest  rate  protection  product  which  limits  the  maximum  floating 


"  Chart  Souicc:  Group  of  "niirtv.  Dtrivatives:  Practices  and  Principals.  Washington,  D.C,  July  1993. 

"  II  is  important  to  note  that  under  the  Commodity  Exchange  Act,  certain  interest  t»te  instruments,  currency  instruments,  equity 
inslruments,  and  commodity  instruments  are  all  considered  a  type  of  rmandal  commodity. 
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interest  rate  an  institution  must  pay  without  locking  in  a  fixed  rate,  thereby 
maintaining  beaefits  from  downward  interest  rate  movements.   For  this  protection 
from  rising  interest  rates,  the  client  pays  a  premium  up  front  Once  the  upfront 
premium  is  paid,  no  further  payments  are  expected  from  the  purchaser  of  the 
optioa  If  the  covered  interest  rate  (reference  rate)  rises  above  the  cap  rate 
(strike  rate),  the  seller  of  the  cap  pays  the  purchaser  an  amount  of  money  initially 
agreed  upoiL  At  each  payment  date,  the  seller  must  pay  the  buyer  an  amount 
based  on  the  difference,  if  positive,  between  the  current  market  reference  rate 
and  the  cap  rate.  A  cap  can  be  thought  of  as  a  series  of  put  options  on  the  price 
of  a  short-term  security.  For  tximpl*.  ■  bank  could  Mil  •  cap  to  •  cUwil,  lnd«p«nd«nlly 
o(  •  floating  bocrowlng  arrangamacil  l)«twMn  tha  cllant  and  Um  tMnk,  wMcii  would  'cap' 
tha  cllani'a  axpoaura  to  highar  booowing  coata  If  Intaraat  rataa  wara  to  rtaa. 

b)  Floor  The  opposite  of  a  cap,  a  floor  is  an  interest  rate  protection  product 
which  allows  a  purchaser  to  protect  the  rate  of  return  on  a  floating  rate  asset  by 
setting  a  minimum  floating  rate  that  must  be  received  on  the  asset  Floors  can  be 
used  to  guarantee  an  investor's  return  on  a  floating  rate  asset  without  limiting  the 
benefits  of  upward  rate  movements.   For  this  protection  from  falling  interest  rates, 
the  investor  pays  a  premium  up  front   Once  the  upfront  premium  is  paid,  no 
further  payments  are  expected  from  the  purchaser  of  the  option.  If  the  covered 
interest  rate  (reference  rate)  falls  below  the  floor  rate  (strike  rate),  the  seller  of 
the  cap  pays  the  purchaser  an  amount  of  money  initially  agreed  upon.  At  each 
payment  date,  the  seller  must  pay  the  buyer  an  amount  based  on  the  difference,  if 
positive,  between  the  floor  rate  and  the  current  market  reference  rate.   If  the 
reference  rate  is  above  the  floor  rate,  no  payments  are  made  under  the  agreement 
and  the  investor  enjoys  yields  at  market  rates.   For  axampla,  a  tMnk  which  haa 
floating  Intaraat  rata  Incoma  from  floating  rata  loans  M  haa  mada  would  ba  advaraaly 
aflactad  by  dacllning  imeraat  niat.   Tha  bank  couM  tharafora  purchaaa  an  Intaraat  rata 
floor  to  protact  N  agtlnat  tailing  intaraat  ratat.  Aa  Intaraat  rataa  tall  batow  tha  floor  rata, 
tha  paymam  racalvad  from  tha  floor  woukj  offaat  any  loat  aamlnga  dua  to  dacllning 
Intaraat  rataa. 

c)  Collar   Purchasing  a  collar  is  the  equivalent  of  purchasing  a  cap  and  selling  a 
floor.   A  collar  allows  an  institution  to  protect  against  rising  rates  while  reducing 
the  cost  of  buying  the  cap  by  the  premium  received  from  selling  the  floor.  The 
purchaser  of  the  collar  agrees  to  make  payments  to  the  seller  in  the  event  that  the 
interest  rate  index  chosen  falls  below  the  predefined  lower  strike  level,  but  the 
purchaser  of  the  collar  receives  payments  from  the  seller  in  the  event  that  the 
interest  rate  index  chosen  rises  above  the  upper  strike  level.  This  combination  of 
the  purchase  of  a  cap  and  the  sale  of  a  floor  aeates  a  collar,  or  band,  within 
which  a  variable  rate  index  will  float.  The  price  of  the  collar  is  the  amount  paid 
for  the  cap,  minus  the  price  received  for  the  floor.   A  collar  can  often  be 
structured  at  cap  and  floor  strike  levels  so  that  no  upfront  premium  is  required. 
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rin  Currency  Option 

A  currency  option  is  based  on  the  right  to  buy  or  sell  an  underlying  currency  asset 
at  a  specific  price.  A  currency  option  can  be  customized  (OTC)  or  standardized  (traded 
on  an  exchange).  A  currency  option  can  be  an  option  on  an  underlying  physical 
instrument  (a  currency)  or  can  be  an  option  on  a  currency  futures  contract.  Typically, 
options  on  an  underlying  physical  instrument  are  OTC.  All  options  on  futures  are 
exchange-traded  and  regulated  by  the  CFTC.  An  example  of  an  exchange-traded 
currency  option  is  a  Yen/US$  Futures  Option  (on  the  IMM). 

(Hi)  Commodity  Option 

A  commodity  option  is  based  on  the  right  to  buy  or  sell  an  underlying  commodity 
asset,  such  as  gold,  silver,  platiniim,  com,  wheat,  oil,  etc.,  at  a  specific  price.  A 
commodity  option  can  be  customized  (OTC)  or  standardized  (traded  on  an  exchange). 
A  commodity  option  can  be  an  option  on  an  underlying  physical  instrument  (an 
agricultural  or  non-agricultural  commodity)  or  can  be  an  option  on  a  commodity  futures 
contract.  All  options  on  commodity  futures  are  exchange-traded  and  regulated  by  the 
CFTC.   Unlike  other  options,  OTC  options  on  commodities  are  generally  prohibited, 
with  certain  exceptions.  OTC  options  are  allowed  on  some  commodities,  not  including 
domestic  agricultural,  for  those  options  in  which  a  commercial  user  of  the  conunodity  is 
involved  (see,  17  CFR  32.4).   No  OTC  options  are  allowed  for  domestic  agricultural 
commodities,  even  if  a  commercial  user  of  the  commodity  is  involved.  An  example  of  an 
exchange-traded  commodity  option  is  a  Com  Futures  Option  (on  the  CBOT). 
Commodity  options  are  typically  broken  down  into  a)  energy  ftitures;  b)  precious  metal 
futures;  and  c)  agricultural  futures,  both  domestic  and  international  soft. 

Farmer*  u»a  optlont  on  commodities^  In  order  to  ettablish  •  minimum  price  they  will 
receive  (or  their  crops  they  «re  planning  to  sell  In  the  future.   For  example,  if  a  wheat 
farmer  Is  planning  to  sell  his  wheat  imo  the  marl(et  In  nine  months,  he  may  wish  to  hedge 
against  a  drop  In  wheat  prices  by  buying  a  put  option  In  order  to  guarantee  that  he  will 
receive  at  least  a  certain  price  for  his  wheat  in  nine  months.   Unlike  in  a  futures  contract, 
the  farmer  will  still  be  able  to  enjoy  a  rise  In  wheat  prices.  For  example,  a  wheat  farmer 
m»y  buy  a  put  option  which  allows  him  to  sell,  and  obligates  the  other  party  to  buy,  40,000 
bushels  of  wtieat  at  $3/bushel  if  the  farmer  exercises  his  option.  The  farmer  will  only 
exercise  his  option  if  the  price  of  wheat  Is  below  $3/bushel  In  nine  months.   If  the  market 
price  of  wheat  Is  only  $2/bu8hel  In  nine  months,  the  farmer  will  exercise  his  option  and 
sell  wheat  to  the  other  party  for  $3/bushel  ($120,000),  Instead  of  $2/bushel  ($80,000).   (Or 
the  other  party  can  choose  not  to  take  physical  delivery  of  the  wheat  and  Instead  settle  the 
trade  In  cash  by  paying  the  farmer  $1/bushel  ($40,000),  ar»d  the  farmer  wouM 
subsequently  sell  his  wheat  In  the  market  for  $2/bushel  ($80,000)  for  a  net  receipt  to  the 
farmer  of  $120,000.)   If  the  market  price  of  wheat  is  $4/bu8hel  in  nine  months,  the  farmer 
will  jvsS  exercise  his  option  and  will  Instead  sell  his  wheat  in  the  marketplace  for  $4/bushel 
($160,000).  Ttie  receipt  of  $160,000  Is  decreased  by  the  amount  of  money  the  farmer  had 
to  pay  for  the  put  option. 


*■  The  strategy  of  buyitig  put  options,  according  to  the  CFTC  "lies  at  the  heart'  of  the  Options  Pilot  Program  authorized  liy  the 
Food,  Aghcultural,  Conservation  and  Trade  Act  of  1990  in  an  attempt  to  get  firmen  to  use  put  option  contracu  for  income  and  price 
support. 

32 


612 


(M  Equity  Option 

An  equity  option  is  based  on  the  right  to  buy  or  sell  an  underlying  equity  asset, 
such  as  a  particular  stock  or  stock  index,  at  a  speci^c  price.  An  equi^  option  can  be 
customized  (OTC)  or  standardized  (traded  on  an  exchange).  An  equity  option  can  be  an 
option  on  an  underlying  physical  instrument  or  can  be  an  option  on  an  equity  futures 
contract.  Typically,  options  on  an  underlying  physical  instrument  are  OTC  and  regulated 
by  the  SEC.  All  options  on  futures  are  exchange-traded  and  regulated  by  the  CFTC.  An 
example  of  an  exchange-traded  equity  option  is  a  S&P  Futures  Option  (on  the  CME). 

(b)  Other  l^pes  of  Options 


n\  Swap  Options  for  Swaptions^ 

A  swaption  is  an  option  on  a  swap.   It  gives  the  buyer  the  right,  but  not  the 
obligation,  to  enter  into  a  specified  swap  contract  on  or  before  a  specified  future  date. 
A  borrower  can  buy  protection  against  the  effect  of  a  general  rise  in  interest  rates 
through  the  purchase  of  an  option  to  enter  into  an  interest  rate  swap.  Swaptions  play  an 
important  role  in  the  management  of  corporate  debt,  especially  callable  debt  All 
swaptions  are  OTC  derivatives. 

rii^  Embedded  Options 

An  embedded  option  is  an  option  which  is  part  of,  or  embedded  in,  other 
financial  instruments.  The  most  frequently  encountered  embedded  options  are  callable 
bonds,  and  bonds  with  equity  warrants  attached.  Other  embedded  options  include 
putable  bonds,  and  convertible  securities. 

(iii)  Average  Rate  Options 

An  average-rate  call  option  pays  to  the  purchaser  at  expiration  the  difference 
between  the  exercise  price  and  the  average  price  of  the  underlying  asset  during  the  life 
of  the  option,  if  the  latter  is  greater.  Average  rate  options  were  originally  designed  for 
commodity  markets  in  which  market  liquidity  can  be  unreliable.  In  illiquid  markets, 
either  option  counterparty  could  be  hurt  by  a  large  price  move  on  the  expiration  date. 
The  average  rate  option  reduces  the  importance  of  a  single  movement  on  the  price.   It 
thus  protects  options  market  participants  against  distortions  in  the  asset  price  resulting 
from  thin  markets.  Average  rate  options  are  most  often  written  on  foreign  exchange  and 
physical  commodities. 

<\v)  Barrier  Options 

Barrier  options  are  either  created  or  canceled  when  the  spot  exchange  rate 
reaches  a  certain  level  called  the  barrier.  For  example,  a  down-and-out  call  option  is  an 
otherwise  standard  call  option  which  is  canceled  if  the  underlying  price  falls,  even  briefly, 
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to  the  barrier.   Barrier  options  on  foreign  currencies  are  particularly  common. 

(v)  Lookback  Options 

A  lookback  call  option  pays  the  difference  between  the  spot  price  of  the 
underlying  asset  at  expiration  and  the  lowest  price  reached  by  the  underlying  asset  during 
the  life  of  the  option.  A  lookback  put  option  pays  the  difference  between  the  spot  price 
of  the  underlying  asset  at  expiration  and  the  highest  price  reached  by  the  underlying 
asset  during  the  life  of  the  option.   Lookbacks  were  initially  conceived  as  a  stock  market 
timing  device  which  would  enable  the  investor  to  purchase  an  equity  exposure 
retroactively  at  its  lowest  price  and  sell  it  retroactively  at  its  highest  price.  They  are 
relatively  infrequently  encountered  in  practice. 


(vi)  Compound  Options 

Compound  options  are  options  on  options,  i.e.,  options  which  give  the  holder  the 
right,  but  not  the  obligation,  to  purchase  a  specific  standard  option  at  a  specific  price. 
They  are  used  by  financial  and  nonfinancial  institutions  to  manage  contingent  exposures 
at  a  lower  cost  than  simple  options. 


Other  Uses  of  Options 

Options  can  be  used  for  hedging  or  speculation.  As  for  hedging,  the  asymmetric 
payoff  profile  of  an  option  is  a  unique  feature  that  makes  it  an  attractive  hedging 
vehicle.   For  example,  an  investor  with  a  long  position  in  an  underlying  asset  (the 
investor  owns  the  underlying  asset)  can  buy  a  put  option  to  offset  losses  from  the  long 
position  in  the  underlying  asset  if  its  price  falls.   In  this  instance,  the  investor's  position 
in  the  asset  will  be  protected  at  the  strike  price  of  the  option,  and  yet  the  investor  will 
still  gain  from  any  rise  in  the  underlying  asset's  value  above  the  strike  price.  This 
protection  against  loss  combined  with  the  ability  to  gain  from  appreciation  of  the  asset's 
value  comes  with  a  price  --  the  premium  the  investor  pays  for  the  option.   In  this  sense, 
the  purchase  of  an  option  to  hedge  an  underlying  exposure  is  exactly  analogous  to  the 
purchase  of  insurance. 

The  types  of  options  available  correspond  to  the  underlying  asset  one  wishes  to 
hedge,  such  as  a  hedge  against  (a)  changes  in  interest  rates;  (b)  changes  in  currency 
exchange  rates;  (c)  changes  in  commodity  prices;  and  (d)  changes  in  equity,  or  stock, 
prices. 

Banks  typically  use  interest  rate  and  currency  options,  vs.  commodity  or  equity 
options.  These  options  can  be  used  in  hedging  activities,  in  bank  dealer  activities,  or  in 
trading  activities.  Options  are  used  by  banks  to  hedge  various  interest  rate  and  currency 
risks,  to  enhance  returns  on  specific  instruments,  and  to  speculate  on  price  movements. 
According  to  OCC  guidelines,"  speculation  by  banks  using  options  should  be  done  only 


'  Office  of  the  CompuoUer  of  the  Currency.  An  Examines  Guide  to  Investmenl  Product  and  Practice. 
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by  those  banks  with  strong  capital  and  the  level  of  risk  management  sophistication 
necessary  to  manage  the  activity.  The  OCC  further  states  the  'management  must  be  able 
to  explain  the  reasons  for  their  options  strategies.  The  line  between  hedging  and 
speculating  is  often  thin." 

Institutions  that  speculate  in  options,  primarily  exchange-traded  options,  seek  to 
profit  from  changes  in  the  price  of  the  underlying  asset.   For  example,  if  an  institution 
believes  that  the  price  of  the  underlying  asset  will  increase,  it  could  buy  a  call  optica 
As  the  price  of  the  underlying  asset  increases  over  the  strike  price,  the  institution  will 
profit  if  it  exercises  the  optiott  Conversely,  the  institution  can  take  advantage  of  an 
expected  price  decline  in  an  underlying  asset  by  buying  a  put  option.  Accordingly,  as  the 
market  price  of  the  underlying  asset  decreases  below  the  strike  price,  the  institution  can 
"put  it  back"  to  the  seller  at  a  price  higher  than  the  market  price  by  exercising  the 
option. 

Equity  options  are  being  used  to  structure  OTC  products  which  guarantee  a 
specific  return.  These  "guaranteed  return"  products  are  marketed  to  retail  investors  who 
have  seen  their  income  from  cash  deposits  decline  over  the  past  year  as  a  result  of  the 
drop  in  interest  rates.  These  kinds  of  products,  which  rely  on  derivatives  for  their  ability 
to  outperform  the  underlying  equity  market,  are  widespread  in  the  U.S.  but  are  relatively 
new  in  Eurof>e." 

Some  institutions  write  (or  sell)  options  to  generate  income  from  premiums.  This 
is  a  particularly  risky  strategy  if  writing  naked  options.   Naked  option  writing  is  writing 
an  option  without  an  offsetting  position  in  the  underlying  asset.   For  example,  under  a 
naked  call  option,  the  risk  is  that  the  price  of  the  underlying  asset  will  rise  above  the 
strike  price  (the  option  will  be  exercised)  and  the  writer  will  lose  the  difference  between 
the  market  price  and  the  strike  price.   Likewise,  under  a  naked  put  option,  if  the  price  of 
the  underlying  asset  falls  below  the  strike  price,  the  writer  will  lose  the  difference 
between  the  strike  price  and  the  market  price. 


"  Shupe,  Aatoni*.  'Equity  Products:  Hedje  A(»in«  Stock  Swing*,"  The  Finindil  Timet.  October  20.  1991 
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4.  PARTICIPA>rrS  IN  THE  FINANCIAL  DERIVATIVE  MARKETS 

There  are  at  two  broad  categories  of  participants  in  the  derivative  markets.  First 
"intermediaries,  or  dealers",  and  second,  "end-users".  In  principle,  these  two  classes  of 
participants  are  distinguishable  by  their  motivations.  In  practice,  some  participants  act  in 
both  capacities.^' 


a.  Dealers 

Dealers  cater  to  end-users  by  entering  into  derivative  transactions  with  them, 
thereby  "making  markets"  in  derivatives.   By  having  dealers  act  as  counterparties  in  most 
transactions,  end-users  are  relieved  of  the  task  of  finding  another  end-user  with  whom  to 
enter  into  a  customized  derivative  transartion.  In  practice,  some  participants  act  as  both 
end-users  and  dealers.  A  vast  majority  of  the  derivative  transactions  between  a  dealer 
and  an  end-user  customer  are  "customer-driven"  in  that  they  are  entered  into  for  the 
purpose  of  reducing  risk  to  the  customer's  business. 

When  OTC  derivatives  were  originally  developed,  dealers  acted  primarily  as 
brokers  in  derivative  transactions.  As  brokers,  the  dealers  did  not  act  as  a  counterparty 
in  a  transaction  as  they  do  today  but  instead  found  counterparties  with  offsetting 
requirements  to  enter  into  the  transaction  with  each  other.  The  broker  negotiated  on 
behalf  of  the  two  counterparties  and,  in  turn,  earned  a  fee. 

The  institutions  acting  as  brokers  then  began  to  act  as  dealers,  offering  themselves 
as  a  counterparty  to  a  transaction  in  order  to  meet  a  need  of  a  customer.  The 
transactions,  however,  were  immediately  matched  or  hedged  by  entering  into  an  oppwsing 
transaction.   Each  pair  of  transactions  was  dealt  with  separately  and  discretely.  This  new 
role,  however,  required  a  commitment  of  capital  since  dealers  now  faced  credit  risk  and 
some  market  risk. 

Dealers  then  began  to  "warehouse"  derivative  transactions.  Dealers  would 
temporarily  hedge  a  swap,  for  example,  with  a  cash  security  or  a  futures  position  untU  an 
offsetting  or  "matched"  transaction  could  be  found  to  replace  the  temporary  hedge. 

Today,  dealers  have  moved  from  the  "warehouse"  approach  to  a  "portfolio" 
approach,  wherein  a  dealer  places  each  transaction  with  a  customer  into  its  portfolio  or 
book  of  derivatives  and  manages  the  net  or  residual  risk  of  its  overall  position.   Each 
new  transaction  is  decomposed  into  its  component  cash  flows  and  risk  factors  and  is 
aggregated  v^th  all  previous  transactions." 


"  Many  of  the  purposes  for  which  end-usen  and  dealcR  utilize  derivatives  are  discussed  in  Scrtioa  AJL:  Defisttiaac  and  Pupcaa 
of  DcrivBtno. 

"  Group  of  Thirty,  Derivaiives:  Practices  and  Principles,  Washington,  DC,  July  1993. 
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(1)       lypes  of  Dealers 

Dealers  include  major  money-center  U.S.  banks,"  foreign  banks,  investment  banks 
(securities  firms),  insurance  companies,  and  highly-rated  corporations  (primarily  energy 
companies).  A  membership  list  of  the  International  Swaps  and  Derivatives  Association 
(ISDA)  which  represents  most  derivative  dealers  as  well  as  some  end-users,  is  contained 
in  Appendix  A. 

According  to  industry  sources,  the  U.S.  banks  who  currently  deal  in  derivatives  are 
Bankers  Trust,  Morgan  Guaranty  Trust  Co.,  Citibank  NA,  Chase  Manhattan  Bank, 
Chemical  Bank,  Bank  of  America,  First  National  Bank  of  Chicago,  and  Continental  Bank 
NA.  Two  other  bank  dealers  who  account  for  less  of  the  size  and  volume  are 
NationsBank  and  Bank  of  New  York.  All  other  banks  are  end-users. 

High  credit  rating  and  sophistication  requirements  limit  the  number  of  banks  and 
other  firms  who  act  as  dealers. 

According  to  industry  sources,  examples  of  securities  firms  who  actively  engage  in 
derivative  dealing  include  Morgan  Stanley,  Goldman  Sachs,  Merrill  Lynch,  Salomon 
Brothers,  First  Boston,  and  Lehman  Brothers.  This  list  is  not  intended  to  be  exhaustive. 

According  to  industry  sources,  examples  of  foreign  banks,  or  subsidiaries  thereof, 
who  actively  engage  in  derivative  dealing  include  Banque  Paribas,  Credit  Suisse  Financial 
Products,  Barclays  Bank,  Deutsche  Bank,  Mitsubishi,  UBS,  Union  Bank,  Natwest,  Swiss 
Bank,  and  Sumitomo  Bank.  The  complete  list  of  foreign  bank  dealers  is  quite  extensive. 

According  to  industry  sources,  the  insurance  companies  who  currendy  deal  in 
derivatives  are  American  International  Group  Inc.  (AIG)*"  and  General  Re. 

Securities  firms  who  currendy  deal  in  derivatives  conduct  many  of  their  derivative 
dealing  activities  in  unregistered  affiliates  or  in  offshore  affiliates,  not  subject  to  the 
SEC's  Net  Capital  Rule.  The  derivative  dealing  activities  conducted  in  an  unregistered 
affiliate  are  those  activities  interpreted  by  the  securities  firm  not  to  be  securities 
activities.  The  derivative  activities  typically  considered  by  securities  firms  not  to  be 
securities  activities  include  the  dealing  of  most  swaps,  primarily  interest  rate  and 
currency  swaps,  and  certain  other  OTC  derivative  instruments.  Futures  and  options  on 
futures  are  regulated  by  the  CFTC,  are  not  considered  securities,  and  are  typically  traded 
in  affiliates  registered  with  the  CFTC,  namely  Futures  Commission  Merchants  (FCMs). 
The  SEC  monitors  the  risks  posed  by  the  activities  of  unregistered  affiliates  through  its 
risk  assessment  program.  Specifically,  pursuant  to  the  Market  Reform  Aa.  of  1990,*'  the 
SEC  adopted  risk  assessment  recordkeeping  and  reporting  rules  that  provide  the  SEC 
with  an  overview  of  the  financial  and  securities  activities  of  affiliates  that  are  likely  to 


"  Dcrivitivc  dealing  in  pnctice  doet  not  uke  place  at  a  bank  holding  company  level,  but  lake*  place  at  a  bank  tubttdiary  level. 

*•  For  further  infoimaliofl  on  the  derivative  anivitiet  of  AIG,  see  'Sultan  of  Swap*,'  Wall  Street  Journal.  October  27,  1993,  and 
The  Shadow  War  at  AIG.'  Investors  Dealen  Ditest.  September  6,  1993. 

"  P.L  101-432,  104  Sut  978. 
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have  a  material  impact  on  the  broker-dealer's  financial  and  operational  condition.** 

Securities  firms  use  derivatives  in  the  capacity  of  both  a  dealer  and  an  end-user. 
As  an  end-user,  seciuities  firms  can  use  derivatives  to  manage  risks  associated  with  the 
activities  of  the  entire  firm.  Whether  the  derivative  activity  is  conducted  inside  or 
outside  an  unregistered  affiliate  depends  upon,  among  other  things,  the  legal 
requirements  of  the  derivative  instrument  being  used  and  the  capital  charge  associated 
with  the  transaction. 

The  state-chartered  U.S.  banks  who  currently  deal  in  derivatives  arc  all  FED- 
member  banks  and  are  chartered  in  the  state  of  New  York.  These  banks  are  Bankers 
Trust,  Morgan  Guaranty  Trust  Co.,  Chemical  Bank,  and  the  Bank  of  New  York.   Each  of 
the  banks  is  regulated  by  the  State  of  New  York  Banking  Department  and  the  FEt). 
The  FED  also  regulates  any  activities  that  may  be  conducted  at  the  holding  company 
level. 

National  banks  who  deal  in  derivatives  are  regulated  by  the  OCC.  These  banks 
are  Citibank  NA,  Chase  Manhattan  Bank,  Bank  of  America,  First  National  Bank  of 
Chicago,  Continental  Bank  NA,  and  NationsBank.  The  FED  also  regulates  any  activities 
that  may  be  conducted  at  the  holding  company  level. 

Currently,  the  major  dealers  of  derivatives  are,  in  general,  sophisticated,  have  high 
credit  ratings,  and  build  their  business  primarily  based  on  customer  relationships  and 
customer  service.   However,  both  the  regulators  and  the  industry  must  keep  a  watchful 
eye  on  new  entrants  and  second-tier  dealers.   Second-tier  dealers,  primarily  securities 
firms,  do  exist  in  the  market  place  and  have  caused  no  particular  problems  to  date.  It 
was  stated  to  the  Minority  Staff  in  one  meeting  with  a  primary  dealer  in  New  York  that 
"there  are  farmers  and  miners."  The  dealers  who  are  "farmers"  build  their  derivatives 
business  by  cultivating  client  relationships.  The  dealers  who  are  "miners"  build  their 
business  by  excavating  the  market  thereby  entering  into  as  many  transaaions  as  possible, 
regardless  of  the  worth  of  the  transactions  to  the  customer, 

(2)       Bank  Dealing  Activity*^ 

According  to  an  S&P  analyst,  in  a  paper  which  discussed  the  derivative  activities 
of  eight  banks  who  deal  in  derivatives:** 

"U.S.  money-center  banks  have  profited  immensely  from  the  development  of 
derivatives  businesses  -  forwards,  swaps,  options,  futures  -  over  the  last  decade. 
As  major  market  makers  or  dealers,  banks  now  derive  a  substantial  amount  of 
their  earnings  from  the  business  -  most  welcome  as  a  replacement  for  the  net 
interest  income  from  investment-grade  loans  of  bygone  years." 


"  17  CFR  J4240.l7h-1T  and  240.17h-Zr.  See  Securities  Exchange  Act  Release  No.  30929  (July  16,  1992).  J7  FR  32139. 

"  Many  of  tbe  purpoces  for  wliich  dealen  utilize  specific  derivative  instruments  ate  discussed  in  Seciioa  AX:  De&itiaas  aad 
Pttipoces  of  Oeiintiva. 

**  Azarchs,  Tanya,  'Banks  Face  Manageable  Risks  in  Derivative  Businesses,' CredilWeek,  Standard  and  Poor's  Corporatioo. 
November  1991 
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The  derivatives  business  can  be  seen  as  a  replacement  for  the  old  interest  income 
money-center  banks  enjoyed  from  their  top-tier  clients,  who  have  since  turned 
directly  to  the  commercial  paper  and  other  securities  markets  to  obtain  funds. 
The  cash  flows  from  interest-rate  swaps,  for  instance,  resemble  cash  flows  from 
lending  activities:  the  bank  collects  monies  based  upon  one  rate  schedule,  while 
paying  out  monies  on  another  schedule.   For  example,  on  a  fixed/floating  interest 
rate  swap,  the  bank  may  receive  from  its  counterparty  a  fixed  rate  on  a  given 
notional  amount,  which  is  analogous  to  a  loan  amount,  while  receiving  a  floating 
rate  on  a  like  notional  amount  from  that  same  counterparty.  Of  course,  income 
from  derivatives  is  accounted  for  on  a  mark-to-market  basis.  Nevertheless,  most 
income  comes  from  a  different  kind  of  spread  -  the  bid/offer  spread  on  contracts. 
Prices  of  co;itracts  conceptually  represent  the  present  value  of  expected  net  cash 
flows  that  are  amortized  over  the  life  of  the  contract" 

This  spread  income  has  been  fairly  stable  and  dependent  more  on  volume  than 
on  rate  volatility.   Some  additional  earnings  on  the  float  from  payments  received 
but  not  yet  paid  out  is  recognized  in  interest  income.  These  stable  sources  of 
income  (from  derivatives  dealing]  should  be  viewed  as  good-qualitv  earnings  for 
banks  (emphasis  added)." 

Banks  such  as  Bankers  Trust  and  Morgan  Guaranty  Trust  Co.  have  developed 
large  and  sophisticated  derivative  dealing  businesses.  According  to  an  article  in 
American  Banker  (August  10,  1993)  "...Many  corjxirate  treasurers  regard  the  bank 
[Bankers  Trust]  as  the  most  innovative  player  in  the  market...in  the  past  few  years, 
Bankers  Trust  has  abandoned  lending  as  a  major  source  of  revenue,  reshaping  itself  as  a 
risk  manager."  All  of  the  banks  who  currently  deal  in  derivatives  are  sophisticated,  have 
heavily  invested  in  the  requisite  technology  and  expertise,  currently  api>ear  to  be 
adequately  capitalized  under  regulatory  standards,  and  have  extensive  credit  appraisal 
experience. 

Dealers  can  also  purposely  retain  some  of  the  risk  in  their  derivative  portfolios  by 
not  entering  into  offsetting  transactions,  thereby  expressing  market  views  (speculating)  in 
the  expectation  of  profiting  from  favorable  movements  in  prices  or  rates.   Dealers  can 
also  speculate  by  buying  and  selling  exchange-traded  derivatives. 

Dealers  may  also  provide  an  arbitrage  function  in  the  derivative  markets  by 
identifying  and  exploiting  anomalies  between  derivatives  and  underlying  cash  (e.g.,  bond 
and  stock)  market  instruments,  thereby  enhancing  market  liquidity  and  pricing  efficiency. 


(3)       Management  of  Risk 

Dealers  manage  and  hedge  the  risks  transferred  from  the  end-user  which  enables 
them  to  custom-design  a  hedging  strategy  for  the  specific  needs  and  objectives  of  the 
end-user.  Dealers  manage  their  derivatives  using  a  "portfolio"  approach,  wherein  a 
dealer  places  each  transaction  with  a  customer  into  its  portfolio  or  book  of  derivatives 
and  manages  the  net  or  residual  risk  of  its  overall  position.   Each  new  transaction  is 
decomposed  into  its  component  cash  flows  and  risk  factors  and  aggregated  with  all 
previous  transactions.   Dealers  can  manage  their  portfolio  by  entering  into  other  OTC 
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derivative  transactions,  by  buying  and  selling  exchange-traded  derivatives  (which  are 
more  liquid  and  standardized  than  OTC  derivatives),  and  by  using  the  cash  markets  (e.g., 
bond  and  stock).  As  a  simplified  example  of  risk  management,  a  dealer  can  neutralize 
the  risk  of  a  derivative  transaction  entered  into  with  a  customer  by  entering  into  a 
subsequent  "ofeetting"  transaction  (with  another  customer)  which  has  the  opposite  risks 
as  the  first.  Dealers  also  use  derivatives  to  manage  the  assets  and  liabilities  that  arise 
from  other  business  functions  of  the  firm  (in  addition  to  the  derivative  dealing  function). 

(4)       Income  Generated  from  Dealing 

Dealers  generate  income  from  transactions  fees,  bid-offer  spreads,  and  their  own 
trading  positions.  A  spread  is  the  difference  between  the  bid  and  the  offered  price,  or 
yield  in  the  quotation  of  a  security.   For  example,  if  a  dealer  enters  into  two  offsetting 
fixed-for-floating  swaps  in  order  to  effectively  set  up  Counterparty  A  and  Counterparty  B 
in  the  swap,  then  the  dealer  makes  a  profit  by  receiving  a  higher  fixed  rate  (e.g.. 
Treasury  note  yield  plus  a  swap  spread)  in  the  first  swap  than  it  is  paying  out  in  the 
second  swap.  The  difference  between  the  fixed  rate  received  (offer)  and  that  paid  out 
(bid)  is  called  the  bid/offer  spread.   Ideally,  a  market  maker  tries  to  make  profits  by 
establishing  offsetting  positions,  so  that  the  market  exposure  is  zero,  while  collecting  the 
bid/offer  spread.   However,  part  of  the  difficulty  in  being  a  market  maker  is  that  the 
dealer  will  not  necessarily  find  CounterpeuTy  B  at  the  same  time  that  the  swap  with 
Counterparty  A  is  entered  into. 

It  is  important  to  distinguish  between  the  swap  spread  and  the  bid/offer  spread. 
The  swap  spread  in  a  fixed-for-floating  swap  is  the  spread  over  the  Treasury  yield  to  pay 
or  receive  fixed.  This  adjustment  must  occur  because  of  the  credit  differential  between 
the  risk-free  government  rate  and  the  floating  rale,  typically  the  interbank  LIBOR  rate. 
The  supply  and  demand  for  fixed-rate  funds  also  influences  the  swap  spread.   In  contrast, 
the  bid/offer  spread  is  the  difference  between  the  fixed  rate  which  must  be  paid  to  the 
market  maker  and  the  fixed  rate  the  market  maker  will  pay.  Dealers  quote  prices  on 
OTC  derivatives,  such  as  swaps,  based  on  the  terms  of  the  swap  and  prices  are  quoted 
on  screens  provided  through  vendor  services,  such  as  Reuten  and  Bloomberg.   However, 
there  is  no  other  easily  accessible  market  data  for  OTC  derivatives.  Dealers  may  also 
earn  a  return  for  designing  a  derivative  instrument  to  meet  a  customer's  specific  need. 


(5)       Credit  Rating/Separately  Capitalized  Subsidiaries 

The  risks  incurred  by  entering  into  a  derivative  transaction  include  credit  risk, 
market  risk,  settlement  risk,  operating  risk,  liquidity  risk,  legal  risk,  interconnection  risk, 
and  systemic  risk.*'  Sources  state  that  the  largest  risk  in  an  OTC  transaction  may  be 
credit  risk  (the  risk  that  a  counterparty  will  default).   However,  both  the  dealers  and 
end-users  of  OTC  derivative  transactions  are  typically  highly  rated.   Collateral  can  also 
be  posted.  The  credit  risk  arising  from  derivatives  is  the  same  credit  risk  that  banks  face 
in  their  normal  function  of  extending  loans.  The  evaluation  of  credit  risk  in  a  derivative 
transaaion  is  typically  the  same  as  that  which  is  used  to  analyze  the  credit  risk  associated 


'  Risk  is  discussed  in  Sectian  &:  Riiti  Aniiig  Eroa  and  Rkk  Maaafpocat  of  Derivatiw  Piodact  Tn 
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with  making  loans.  Typically,  overall  aedit  limits  are  set  for  a  customer,  regardless  of 
the  product  This  credit  limit  includes  all  transactions  entered  mto  with  the  customer, 
including  both  loans  and  derivative  transactions.  Overall,  according  to  industry  sources, 
the  credit  risk  incurred  by  entering  into  derivative  transactions  is  a  small  fraction  of  the 
credit  risk  incurred  by  extending  loans.*' 

The  credit  rating  of  a  dealer  is  very  important   Morgan  Guaranty  Trust  Co.,  for 
example,  has  a  triple  A  credit  rating.  According  to  industry  sources,  certain  foreign  and 
domestic  banks  have  seen  the  level  of  their  derivative  dealing  activity  decline  because  of 
CTedit  quality  problems  and  corresponding  lower  credit  ratings.  Several  derivative 
dealers  have  created  special  purpose  enhanced  derivative  product  companies  (DPCs)  in 
order  to  offer  their  customers  a  highly  rated  counterparty  for  derivative  transaaions.*' 

The  investment  banks  who  have  formed  triple  A-rated  DPCs  are: 

(a)  Merrill  Lynch,  who  formed  Merrill  Lynch  Derivative  Products  Inc.; 

(b)  Goldman  Sachs,  who  formed  GS  Financial  Products  International  LP.; 

(c)  Salomon  Brothers,  who  formed  Salomon  Swapco. 

The  only  bank  who  has  formed  a  DPC  is  Banque  Paribas,  who  formed  Paribas 
Capital  Markets  Group. 

Several  insurance  companies  also  have  formed  separate  subsidiaries  to  conduct 
derivative  dealing  activities.  These  insurance  companies  are  AIG  Financial  Products  and 
General  Re  Financial  Products  Corporation.   Although  these  subsidiaries  currently  have 
triple  A  credit  ratings,  their  rating  is  linked  to  the  financial  health  of  their  parent. 

An  enhanced  DPC  is  a  subsidiary  of  a  financial  services  firm  that  can  be  rated 
higher  than  its  parent  The  subsidiary  is  not  a  registered  broker-dealer  with  the  SEC  as 
only  those  activities  determined  not  to  be  securities  trading  are  conducted  in  the  DPC. 
The  Net  Capital  Rule's  conservative  treatment  of  unsecured  credit  risk,  which  is  present 
in  most  OTC  derivative  products,  is  one  of  the  reasons  given  for  segregating  derivative 
activities  from  other  securities-related  activities  conducted  by  registered  broker-dealers. 
The  credit  rating  of  the  DPC  can  be  enhanced  above  that  of  the  parent  in  part  because 
capital  is  segregated  in  a  separate  subsidiary. 

Credit  rating  agencies  tend  to  require  that  the  capital  of  a  triple  A  rated  DPC  be 
able  to  withstand  the  most  extreme  stress  scenarios  involving  severe  market  movements. 
A  DPC  must  also  be  legally  separate  from  its  parent  so  that  it  will  not  be  combined  or 
consolidated  with  the  parent  in  the  case  of  bankruptcy  or  insolvency  of  the  parent. 


**  Se«  Cknt  14  ■  Sectiaa  &1a:  MiMwin  Cndk  Eqncwc 

"  For  1  comptcle  dimaxioo  of  DPCt,  sec  Samlinl  A  Poon  May  18.  1992  Credil  Commtntt  isue  entiUed  *Cfcdit  Seatilivity  Spun 
Enhanced  DPC  Growth*  written  by  List  M.  Raiti.   See  also  Moody's  Special  Comment  from  the  FinaiKial  Imtitutions  Group  dated 
June  8,  1993  entitled  "Moody's  Aaaesunent  of  Denvatnw  Rjsk*  wniten  by  Douglas  Lucas.    See  also  the  July  1993  Group  of  Thirty 
Report  entitled  Derrvativo:  PractKCS  and  Pnncn>le».    See  also  Moody's  Structured  Finance  Issue  dated  No«mber  1991  entitled 
'Moody's  Raiea  Counterparty  Risk  of  MemlJ  Lynch  Denvaiivc  Products.  Inc.  Aaa*  wniten  by  Douflas  Lucaa  and  Paul  Stevcasoo.   Sec 
also  "Wall  StRci's  Triple-A  for  EfTon'  in  the  May  1993  iscue  of  Institutional  Investor  writieo  by  Pels.   Sec  alio  *Caa  Tiip4e-A  Sub* 
live  Up  to  Their  BilUni;?*  in  the  Nowmbcr  2,  1992  issue  of  Investment  Dealers'  Di£esl  written  by  Liebtwitz. 
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DPCs  also  operate  under  strict  guidelines  and  exposure  limits  in  order  to  maintain  their 
rating.  Triple  A  rated  DPCs  are  also  restricted  by  the  rating  agencies  from  taking  open 
or  unmatched  position  and  must  instead  be  continuously  hedged.  This  is  often 
accomplished  by  requiring  that  the  DPC  enter  into  a  mirror  transaction  with  its  parent  or 
an  affiliate  for  every  transaction  it  enters  into  with  a  third  party.  The  DPCs  exposure  to 
the  parent  or  affiliate  may  need  to  be  fully  collateralized 

Contained  in  SEC  Concept  Release  No.  34-32256  dated  May  4,  1993  regarding 
the  Net  Capital  Rule,  the  SEC  asked  for  conmient  on  DPCs.  Assuming  DPCs  are 
registered  with  the  SEC  pursuant  to  the  Exchange  Act  (they  are  currently  unregistered), 
the  SEC  invited  commentators  to  discuss  whether  Rule  15c3-l,  the  net  capital  rule, 
should  be  amended  to  recognize  DPCs  as  a  special  class  of  broker-dealer  with  rules 
specific  to  their  business.  If  so,  the  SEC  asked  from  what  provisions  of  Rule  lSc3-l 
should  DPCs  be  exempt  Comments  were  also  solicited  on  the  impact,  if  any,  of  such 
exemptions  on  the  objectives  of  the  Securities  Investor  Protection  Act  of  1970  (15  USC 
78aaa).  The  SEC  asked  if  the  current  financial  responsibility  rules  are  appropriate  for 
DPCs,  and  what  modifications  to  the  rules  are  necessary  to  insure  that  the  rule 
adequately  addresses  the  special  requirements  of  DPCs. 

Also  regarding  subsidiaries.  Question  #11  posed  to  the  regulators  by 
Representative  Leach  asked  the  regulators  to  comment  on  whether  institutions,  both 
dealers  and  end-users,  should  be  required  to  establish  separately  capitalized  subsidiaries 
to  condua  derivative  activities.  The  general  consensus  among  regulators  was  that  such 
subsidiaries  are  not  necessary  and  would  not  be  beneficial.   For  example,  the  OCC 
stated  that  it  "does  not  believe  that  national  banks  should  be  required  to  establish 
separately  capitalized  subsidiaries  to  conduct  derivative  activities  ...  Requiring  banks  to 
establish  separately  capitalized  subsidiaries  to  conduct  derivative  activities  would  impose 
costs  that  could  be  high  enough  to  prevent  certain  banks,  particularly  small  end-user 
banks,  from  engaging  in  derivative  activities  that  would  enable  them  to  enhance  their 
safety  and  soundness  by  more  effectively  managing  their  risk."  In  addition,  the  FED 
stated  that  "the  primary  reason  for  requiring  banks  to  conduct  certain  aaivities  in 
separately  capitalized  subsidiaries  is  to  shield  the  bank  from  the  risk  of  loss  that  might 
result  directly  from  activities  that  pose  more  than  normal  risk.   Experience  to  date  does 
not  suggest  that  derivative  activities  expose  banks  to  risks  of  sufficient  magnitude  that 
they  should  be  required  to  establish  separately  capitalized  subsidiaries  to  conduct  these 
activities.   In  fact,  derivative  activities  have  been  a  consistent  source  of  profitability  for 
the  banking  industry."  The  OTS  stated  that  "savings  associations  are  involved  with 
derivatives  as  end-users  rather  than  as  dealers.  There  does  not  appear  to  be  any  reason 
to  require  end-users  to  conduct  derivative  transactions  in  separately  capitalized 
subsidiaries,  as  such  a  practice  would  make  it  impossible  to  use  derivatives  to  hedge  the 
risks  of  a  particular  subsidiary." 
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b.  End-Users 

The  second  broad  category  of  participants  in  the  derivative  markets  is  "end- 
users."  End-users  typically  enter  into  derivative  transactions  to,  among  other  things, 
hedge  and  manage  risk,  manage  assets  and  liabilities,  reduce  financing  costs,  diversify 
sources  of  funding,  increase  the  yield  on  certain  assets,  and  enhance  liquidity  of  certain 
assets.  (To  hedge  is  to  take  a  position  which  offsets  an  existing  or  anticipated  exposure 
to  a  market  price  movement.  A  "perfect"  hedge  will  eliminate  the  possibility  of  a  future 
gain  or  loss.)   End-users  do  not  enter  into  derivative  transactions  for  the  purpose  of 
making  money  in  the  form  of  fees  or  spreads.   Financial  institutions  and  other  businesses 
have  found  an  increasing  need  to  alter  their  exposure  to  price  and  interest  rate 
movements  both  quickly  and  cheaply  in  resp>onse  to  the  rapidly  changing  global  market 
envirotunent.   Derivatives  make  it  feasible,  for  example,  for  thrifts  and  banks  to  make 
loans  with  maturities  and  pricing  characteristics  that  they  otherwise  would  not  make 
because  of  risk  considerations. 

End-users  utilize  derivatives  by  either  entering  into  OTC  transactions  (typically 
with  a  dealer)  or  by  buying  and  selling  exchange-traded  derivatives.  A  vast  majority  of 
the  derivative  transactions  entered  into  between  an  end-user  customer  and  a  dealer  are 
"customer-driven"  in  that  they  are  entered  into  with  a  customer  for  the  purpose  of 
reducing  risk  to  the  customer's  business.   In  fact,  companies  have  been  sued  by  their 
shareholders  for  jiQi  using  derivatives  to  hedge.**   Derivative  transactions  are  not  a  zero- 
sum-game  in  that  both  parties  in  a  derivative  transartion  may  benefit  from  the 
transaction. 

According  to  industry  sources,  speculation  using  derivatives  does  exist  but  is  a 
smaller  portion  of  the  overall  activity  and  risk,  especially  as  used  by  financial  institutions. 
Due  to  the  dynamic  nature  of  market  development  and  technological  advances,  however, 
constant  supervisory  attention  to  derivative  activities  must  be  maintained.  Speculators, 
including  certain  investment  funds  who  "specialize"  in  speculation,  hope  to  profit  by 
accepting  the  risk  that  stems  from  taking  outright  positions  in  derivatives  in  anticipation 
of  price  movements.   Such  risks  offer  the  opportunity  for  large  gains  as  well  as  the 
possibility  for  large  losses.   Arbitragers  also  attempt  to  take  advantage  of  price 
movements,  but  focus  their  efforts  on  trying  to  profit  from  small  disaepancies  in  price 
among  similar  instruments  in  different  markets.   By  simultaneously  buying  and  selling 
different  instruments,  arbitragers  seek  to  capitalize  on  market  inefficiencies  while 
controlling  price  risk. 

A  wide  variety  of  business  enterprises  are  end-users.  They  include,  but  are  not 
limited 'to: 

(1)  Financial  Institutions/Banks  and  Thrifts; 

(2)  Government-Sponsored  Enterprises; 

(3)  Sovereigns  and  Related  Entities; 

(4)  Corporations; 

(5)  Insurance  Companies; 

(6)  Farmers; 

(7)  Municipalities; 


'  See  Scctioa  RL:  rompmOn  Swd  for  Not  Uaag  Deiivstna. 
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(8)  Institutional  Investors/Investment  Companies  including  Mutual  Funds; 

(9)  Speculators. 

Dealers,  such  as  securities  firms  and  banks,  may  also  utilize  derivatives  in  an  end- 
user  capacity  to  manage  the  assets  and  liabilities  that  arise  from  their  dealing  artivities 
as  well  as  other  business  functions  of  the  firm. 

The  size  and  scope  of  derivative  activities,  as  well  as  expertise,  of  end-users  varies 
significantly  from  firm  to  finn.   Many  of  the  software  programs  written  to  analyze  and 
manage  derivative  activities,  including  those  written  by  such  firms  as  Reuters,  are  quite 
frequently  sold  to  end-users  as  well  as  dealers. 

(1)       Financial  Institutions/Banlcs  and  Thrifts 

Financial  institutions  may  utilize  derivatives  in  an  end-user  capacity  or  in  a  dealer 
capacity.  According  to  industry  sources,  only  10  U.S.  banks  and  no  U.S.  thrifts  currently 
art  as  dealers.  The  other  banks  and  thrifts,  therefore,  only  art  as  end-users,  if  at  all. 

Financial  institutions  use  derivatives  in  an  end-user  capacity  to,  among  other 
things: 

►  reduce  risks  (interest  rate  risk,  currency  risk,  equity  price  risk,  and 
commodity  price  risk,  by  hedging  the  balance  sheet  or  other  trading  activity); 

►  manage  assets  and  liabilities; 

►  reduce  funding  costs; 

►  enhance  liquidity;  and 

►  express  market  views  (speculate  or  take  a  position). 

Financial  institutions  can  achieve  the  above  goals  by  either  entering  into  an  OTC 
transartion  or  by  buying  or  selling  an  exchanged-traded  contrart.  As  an  end-user,  such 
artivity  takes  place  in  a  proprietary  trading  account.  Speculation  for  an  institution's  own 
account  can  also  take  place  as  a  result  of  its  dealer  activities  if  the  institution  does  not 
offset  (or  perfectly  ofbet)  a  transaction  it  entered  into  as  a  dealer,  e,g.,  does  not  offset 
an  OTC  transaction  it  entered  into  for  a  customer.  Certain  limitations  apply  to 
speculation  by  financial  institutions.*' 

According  to  an  S&P  aedit  rating  analyst:'"  "The  derivatives  business  has 
become  an  important  one  to  both  banks  and  the  economy.  It  carries  certain  risks  but 


**  Accoidiof  to  ioduttiy  tource*,  speculatioo  ii  the  least  conunoo  use  of  derivitivcs,  espediUy  OTC  derivaiivct,  by  ruuocuJ 
institutioat. 

**  Azuchs,  Tanya,  "Banks  Face  Manageable  Risks  in  I>envaiive  Businesses.'  CreditWeek.  Sondafd  and  Poor't  CoiporatiOD, 
November  1992. 
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these  risks  are  familiar  to  banks."  And  according  to  a  Moody's  credit  rating  analyst:'^  | 

"In  summing  Moody's  view  of  derivative  risk  at  financial  institutions,  I  would  point  out  i 

that,  in  the  past,  very  few  banks  we  rate  have  been  materially  affected  by  their  derivative  ' 

activities  except  in  a  positive  way  ...  We  don't  think  derivatives  are  a  ticking  time  bomb  j 
for  the  banking  industry  as  a  whole." 


Derivatives  allow  financial  institutions  to  achieve  their  goals  in  a  less  exi)ensive 
and  more  expedient  way  than  by  adjusting  traditional  assets  and  liabilities. 

According  to  a  report  issued  bv  the  Group  of  Thirty  on  July  21,  1993  entitled 
Derivatives:  Practices  and  Principles,    over  83%  of  the  financial  institutions  responding 
to  their  survey  on  OTC  derivatives  as  end-users  consider  derivatives  either  imf)erative 
(58%)  or  very  important  (25%)  for  controlling  risk  within  their  organizations.  Of  the 
institutions  responding,  92%  use  interest  rate  swaps,  85%  use  cross-currency  rate  swaps, 
69%  use  forward  foreign  exchange  contracts,  69%  use  interest  rate  options,  54%  use 
Forward  Rate  Agreements,  46%  use  currency  swaps,  and  23%  use  currency  options. 

Of  the  financial  institutions  responding: 

►  84%  indicated  they  use  OTC  derivatives  for  hedging  market  risks  arising  fi-om 
new  financings; 

►  77%  use  them  to  manage  their  existing  assets  and  liabilities; 

►  46%  use  them  to  hedge  translation  (from  foreign  currency)  exposures; 

►  39%  use  them  to  offset  option  positions  embedded  in  the  institution's  assets 
and  liabilities  (such  as  call  or  prepayment  features  in  their  loans  and  bonds); 
and 

►  39%  use  them  to  hedge  transaction  exposures. 

For  Charts  on  Volume  and  Type  of  Derivative  Activities  of  Fuiancial  Institutions, 
see  Appendix  B. 


I 


"  Lucu,  Douglat.  "Moody**  Atscsmeot  of  Deriwtiw  Risk.'  Moodv't  Special  Comment.  Mooijy't,  June  8,  1993. 
••  The  Group  of  Thirty  S<u<Jy  is  discunexj  in  Seetjoa  LL;  Gioiip  of  Thirty  ind  in  more  deuil  in  A|i|)eada  R 
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(a)£anks 

Banks  as  end-users  consider  derivatives  important  in  managing  their  risk 
exposures.  (Derivatives  can  be  utilized  in  an  end-user  capacity  at  both  the  bank  holding 
company  level  and  the  bank  subsidiary  level.)  The  effect  of  a  change  in  interest  rates  on 
the  market  value  of  a  financial  institution's  net  worth  depends  on  the  relative  interest 
rate  sensitivities  of  its  assets  and  liabilities,  taking  into  account  such  factors  as 
prepayment  options  in  loans.  The  net  worth  of  banks  is  vulnerable  to  changes  in  interest 
rates  and  shifts  in  the  yield  curve,  because  their  assets  and  liabilities  have  different 
maturities  and  repricing  characteristics.  Counterparty  credit  risk  (the  risk  that  the 
counterparty  will  default)  will  arise  when  entering  into  derivative  transactions.  However, 
that  credit  risk  is  the  same  credit  risk  banks  incur  when  extending  loans.  According  to 
industry  sources,  the  credit  risk  associated  with  derivatives  is,  in  total,  only  a  fraaion  of 
the  CTedit  risk  arising  from  loans.''  Banks  record  derivatives  as  "off-balance  sheet"  items. 

Banks  can  be  both  end-users  and  dealers  of  derivatives.  According  to  industry 
sources,  only  10  U.S.  banks  currently  act  as  dealers,'*  and  therefore  the  other  banks  act 
only  as  end-users  of  derivatives.  These  end-user  banks  utilize  derivatives  primarily  to 
hedge  risk.  High  aedit  rating  and  sophistication  requirements  limit  the  number  of  banks 
who  act  as  dealers. 

According  to  the  FDIC,  state  non-member  banks  use  derivatives  primarily  in  the 
context  of  hedging  and  portfolio  management  strategy.  Even  though,  aside  from 
individual  state  statutes,  there  are  no  legal  prohibitions  on  speculation  and  trading  in 
derivatives  for  a  state  non-member  banks'  own  account,  the  size  and  technical  expertise 
of  such  institutions  generally  make  these  derivative  activities  impractical.   Relative  to  the 
money  center  banks,  the  use  of  derivatives  by  state  non-member  banks  is  comparatively 
slight. 

Banks  aiming  to  reduce  their  risk  can,  through  proper  use  of  derivative 
instruments,  disaggregate  the  risks  that  are  often  found  in  traditional  instruments,  and 
transfer  such  risks  to  parties  that  are  better  suited  or  more  willing  to  take  on  and 
manage  those  risks.  Some  derivative  transactions  also  enable  banks  to  reduce  their  costs 
through  financial  arbitrage.  A  bank  may  borrow  in  the  market  where  it  can  obtain  the 
best  relative  terms  and  then  adjust  its  obligations  to  obtain  the  most  desired  financial 
structure.   Derivatives  may  also  be  used  to  alter  the  payment  or  maturity  structure  of 
available  funding  sources  to  more  closely  match  those  of  a  desired,  but  unavailable, 
source. 

WhUe  most  large  banks  are  active  in  the  interest  rate  and  foreign  exchange 
markets,  only  a  handful  of  banks  have  exposures  in  commodities  or  equities.   In  general, 
banks  view  commodity-linked  transactions  as  a  financial  risk  management  service  for 
customers  with  commodity  price  exposure,  similar  to  the  foreign  exchange  and  interest 


"  Risk  is  discuued  in  Scctioa  B:  Rid>  Aiioag  bom  and  Ride  MiMg-mml  of  Detivatiic  Piodact  Ti 

"  The  U.S.  bank  dealers  who  »aouiit  for  the  vnt  majority  the  derivative  dealing  activities  by  U.S.  banks  are  Banken  Trust, 
Morgan  Guaranty  Trust  Co ,  Gtibank  NA,  Chase  N4anhaitan  Bank,  Chemical  Bank,  Bank  of  America,  Fint  National  Bank  of  Chicago, 
and  Continental  Bank  NA.  Two  other  bank  deaien  who  account  for  less  of  the  size  and  wlume  are  NationsBank  and  Bank  of  New 
York.  The  derivative  dealing  activity  in  practice  takes  place.   (Four  of  the  ten  dcaleis  are  tute<lianercd  in  New  York,  namely. 
Bankers  Trust,  Moigan  Guaranty,  Oieniical  Bank,  and  Bank  of  New  York.  The  other  six  are  national  banks.) 
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rate  risk  management  products  that  banks  have  historically  offered.  These  transactions 
are  tailored  to  a  customer's  needs  (are  OTC)  and  therefore  offer  more  flexibility  than 
exchange-traded  contracts,  particularly  for  longer-term  price  insurance. 

In  general,  the  relative  use  of  different  derivative  instruments  by  banks  and  the 
different  functions  for  which  they  are  used  vary  from  bank  to  bank  based  on  customer 
demand,  market  conditions,  competition,  and  the  extent  of  the  bank's  dealer  activities. 
Larger  banks  engage  in  large  amounts  of  sophisticated  functions  involving  a  wide  variety 
of  complex  derivative  instruments,  such  as  cross-currency  interest  rate  swaps,  while 
smaller  banks  are  more  likely  to  be  involved  in  "plain  vanilla"  derivative  transactions 
(such  as  exchange-traded  futures,  fixed/floating  interest  rate  swaps,  and  interest  rate  caps 
and  floors)  for  risk  management  purposes. 

As  of  March  1993.  215  of  the  1.154  bank  holding  companies  reported  some  form  of 
derivative  activity.   (This  activity  is  for  the  consolidated  bank  holding  company,  and 
therefore  includes  derivative  used  at  both  the  bank  holding  company  level  and  subsidiary 
level,  in  both  an  end-user  and  dealer  capacity.)   Of  1,154  holding  companies:" 

►  151  companies  (10%)  reported  use  of  interest  rate  swaps; 

►  120  companies  (8%)  reported  commitments  to  purchase  foreign  exchange  in  the 
form  of  spot,  forward,  and  futures  contracts.  The  foreign  exchange  activities  of 
most  of  these  institutions  are  limited  to  spot  and  forward  contracts;  and 

►  the  number  of  institutions  that  engage  in  all  other  types  of  derivative  activities 
is  much  smaller  than  those  for  swaps  or  foreign  exchange.  Only  13  companies 
(1.1%),  for  example,  report  any  holdings  of  commodity  or  equity  swaps. 

Large  institutions  dominate  the  banking  industry's  activity  in  the  derivative 
markets,  with  the  10  largest  holding  companies,  ranked  by  the  notional  value  of 
derivatives,  holding  over  90%  of  total  derivatives  reported  by  U.S.  bank  holding 
companies.  See  Table  1  for  the  derivative  holdings  of  the  10  holding  companies  with  the 
most  derivative  contracts.   In  terms  of  notional  amounts,  most  bank  involvement  in 
derivative  contracts  is  comprised  of  interest  rate  swaps  (22%),  domestic  futures  or 
forward  rate  contracts  (19%),  and  spot,  future,  or  forward  foreign  exchange  contracts 
(34%).  Bank  involvement  in  commodity  and  equity  contracts  represent  less  than  2.2%  of 
the  reported  total.   In  all  cases,  the  volumes  represent  contracts  in  which  the  reporting 
institution  served  as  a  principal  to  the  transaction;  brokered  transactions  are  not 
reported. 

The  replacement  cost  (the  measure  of  counterparty  credit  risk)  of  derivative 
contracts  reported  by  banking  institutions  amounted  to  about  1.4%  of  the  notional 
amount  as  of  June  30,  1993. 


"  Source:  Federal  Reserve  Board. 
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The  Use  of  Various  Derivative  Instruments  by  Banlu 

Swans  Activities  of  Banks;  Banks  primarily  use  interest  rate  swaps  and  currency 
swaps,  vs.  commodity  swaps  and  equity  swaps.   Banlcs  use  the  swaps  to  manage  tlie 
interest  rate  and  currency  risks  associated  with  their  banJcing  business. 

Interest  rate  swaps:   Banlcs  use  interest  rate  swaps  to  decrease  their  interest  rate 
risk  by  changing  their  cash  flows  from  fixed  to  floating  or  floating  to  fixed  (a 
coupon  swap)  in  order  to  more  closely  match  their  revenues  from  loans  with  their 
payments  on  borrowings.   Banks  may  also  exchange  floating  for  floating  payments 
(basis  swap).   A  basis  swap  may  be  used  by  a  bank  which  has  its  deposits  tied  to 
the  commercial  paper  rate  but  its  loans  tied  to  LIBOR.   Although  both  indices 
are  floating,  they  do  not  have  100%  correlation  and  could  expose  the  bank  to 
basis  risk.  The  bank  could  enter  into  a  swap  in  which  it  receives  the  commercial 
paper  rate  and  pays  LIBOR,  thus  limiting  its  exposure  to  the  basis  differentials 
between  LIBOR  and  the  cotimiercial  paper  rate. 

Interest  rate  swaps  can  also  be  used  by  banks  to  lower  their  cost  of  funds  by 
exploiting  aedit  spreads  between  the  fixed  and  floating  rate  markets.   Interest 
rate  swap)s  can  also  be  used  by  banks  as  fixed  income  trading  vehicles,  as  can 
basic  U.S.  Treasury  and  corporate  bonds.   For  example,  a  five  year  swap  to 
receive  fixed  and  pay  floating  is  analogous  to  purchasing  a  five-year  bond  financed 
at  the  floating  LIBOR  rate. 

For  •xampl«,  Banc  On*  l«  on«  of  th«  largett  b»t\k  •n(t-u««ra  of  InltrMt  rat*  swap*. 
Banc  On*  u»««  swap*  strlctty  to  manag*  Its  own  t>alanc*  sh*«(,  no4  a*  a  trading 
vahlcl*  or  as  a  d*al*r.   According  to  an  analyst,  tha  prim*  us*  of  darlvativas  by 
Banc  On*  Is  to  offs*(  an  axcasslv*  ass«t  sansltlvtty  position  du*  to  too  many* 
floating  rata  loana.   (Banc  On*  also  has  a  high  concantratlon  of  flx*d-rat*  d*po*K 
liabllHI**.)   By  srranglng  swaps  that  r*c*ly*  fU*d  rat*  and  pay  floating,  th*  rat* 
rtak  on  th«  balanc*  sh**t  of  Banc  On*  Is  n*utrallz*d.   In  addition,  th*  n*l  lnt*r**t 
margin  In  1»92,  for  sxampl*.  Improvsd  wtth  th*  us*  of  swaps.  According  to  an 
analyst,  th*  n«t  Interast  margin  rsported  as  6.3%  \MOuld  havs  l>**n  only  5.1%  If  all 
awaps  w*r*  canc«ll*d  and  ttf*  sama  hadgas  wers  placsd  on  th*  balanc*  sh**( 
using  traditional  Instrumants. 

Currency  swaps:   Banks  use  currency  swaps  to  decrease  their  exposure  to  changes 
in  exchange  rates.   If  a  bank  has  foreign  operations,  it  can  enter  into  a  currency 
swap  in  order  to  more  closely  match  its  foreign  currency  revenues  with  payments 
on  borrowings.   Currency  swaps  also  allow  banks  to  effectively  borrow  in 
currencies  most  desirable  to  them. 

Commodity  swaps:   'n  July  1989,  the  CFTC  gave  banks  a  broad  exemption  from 
regulation  relative  to  swap  transactions  involving  commodities."  Since  the  CFTC 
exemption,  bank  participation  in  this  market  has  been  growing  rapidly.  The 
majority  of  the  business  has  been  in  petroleum  products,  specifically  crude  oil  and 
heating  oil.   The  business  escalated  after  the  Persian  Gulf  crisis  in  1990. 
However,  banks  have  begun  to  deal  in  other  energy  products,  such  as  jet  fuel, 
natural  gas,  and  various  metals.  To  date,  the  business  has  been  concentrated  in 


"  CFTC  Policy  Suicmeol  on  Commodity  Swipt,  54  Fedtral  lUpner  30694  (July  21,  1989).  Thi«  hw  bcca  nipenoleil  by  •  CFTC 
nil*  ezcmpuni  aU  iwi|»  (nx»  CFTC  repiUlioii,  17  CFR  Pan  35  (June  22.  1993). 

48 


629 


large,  sophisticated  institutions  who  appear  to  have  the  systems  capability  and 
technical  expertise  to  manage  the  risks  associated  with  these  products. 

Forwards  Activities  of  Banks:  Forwards  are  used  by  banks  to  lock  in  certain 
interest  rates,  exchange  rates,  commodity  prices,  or  equity  returns  at  a  date  in  the  future. 
Banks  typically  use  interest  rate  forwards  (called  forward  rate  agreements)  and  currency 
forwards  (called  forward  foreign  exchange  contracts),  vs.  commodity  and  equity  forwarc^. 
According  to  OCC  guidelines,    forward  contracts  may  become  more  important  to 
commercial  banks  with  the  increased  activity  in  the  commodity  markets.  Forwards  can 
be  used  when  a  bank  has  interest  rate  or  foreign  currency  exposure  that  exists  beyond 
the  available  standardized  futures  terms  (futures  are  basically  a  standardized  forward)  or 
has  other  unique  characteristics.  Forwards  can  also  be  used  by  banks  for  speculatioiL 
However,  as  described  in  the  OCC  guidelines,"  speculating  in  forwards  should  be  done 
only  by  those  banks  with  strong  capital  and  the  level  of  risk  management  sophistication 
necessary  to  manage  this  type  of  activity. 

Forward  rate  agreements  (FRAsV   FRAs  are  often  used  as  a  hedging  instrument 
for  bank  activities  that  expose  the  bank  to  interest  rate  risk.    FRAs  also  allow  a 
borrower  or  lender  to  ^ock  in"  an  interest  rate  for  a  period  that  begins  in  the 
future,  thus  extending  the  maturity  of  its  liabilities  or  assets. 

For  example,  a  bank  that  has  limited  access  to  funds  with  maturities  greater  than 
six  months  and  has  relatively  longer  term  assets  can  contract  for  an  FRA  that  will 
determine  today  the  cost  of  six  month  funds  it  will  receive  in  six  months'  time.  In 
another  example,  a  bank  may  have  a  loan  to  fund  in  three  years  because  of  a 
commitment  made  by  the  loan  department.  It  may  then  desire  to  hedge  against 
rates  rising  above  the  agreed  ujwn  funding  price.  The  bank  may  enter  into  an 
FRA  in  which  it  will  receive  the  loan  price  less  a  spread,  three  years  into  the 
future.  This  way,  the  bank  will  not  be  exposed  to  rates  rising  and  be  unable  to 
fund  the  loan  at  a  profitable  rate.  Large  banks  may  employ  FRAs  as  a  trading 
instrument  Trading  may  also  take  the  form  of  arbitrage  between  FRAs  and 
interest  rate  futures  or  short-term  interest  rate  swaps. 

Forward  foreign  exchange  contracts:  Banks  use  currency  (foreign  exchange) 
forwards  to  lock  in  currency  rates  now  for  delivery  in  the  future,  and  subsequently 
hedge  against,  among  other  things,  positions  arising  from  their  foreign  operations 
and  dealing  businesses.  Banks  also  use  currency  forwards  to  hedge  positions 
arising  from  their  foreign  exchange  dealing  activities.  A  bank  that  incurs  foreign 
exchange  exposure  from  assisting  its  customers  (dealing)  with  currency  risk 
management  can  use  offsetting  contracts  to  reduce  its  own  exposure.  A  bank  can 
also  use  forwards  or  futures  to  cover  unmatched  currency  swaps. 


"  Office  of  the  Compirolkr  of  the  Currency,  Afl  Entnincre  Guide  lo  Invettmeni  Pioduct  lad  PricticCT. 
"Ibid. 
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Futures  Activities  of  Banks;   Banks  primarily  use  interest  rate  futures  and 
currency  futures,  vs.  commodity  and  equity  futures.  They  use  such  futures  primarily  to 
hedge  against  movements  in  interest  rates  and  currency  rates.   Futures  can  be  used  by 
banks  for  speculation.  However,  according  to  OCC  guidelines,"  speculating  in  futures 
should  be  done  only  by  those  banks  with  strong  capital  and  the  level  of  risk  management 
sophistication  necessary  to  manage  this  type  of  activity. 

Interest  rate  futures:   Banks  use  interest  rate  futures  to,  among  other  things,  lock 
in  spreads  between  borrowing  and  lending  rates.  This  will  allow  the  bank  to 
achieve  greater  certainty  in  costs  and  revenues.   For  example,  a  bank  may  sell 
Eurodollar  futures  in  advance  of  an  anticipated  funding  in  order  to  lock  in  the 
cost  of  the  funds.   If  LIBOR  subsequently  increases,  the  short  futures  p>osition  will 
increase  in  value  offsetting  the  higher  spot  interest  cost  that  the  bank  will  have  to 
pay  on  its  funding.  These  contracts  may  also  be  used  to  hedge  investment 
portfolios  against  yield  curve  shifts.   For  example,  banks  can  hedge  mortgage 
portfolios  by  selling  futures. 

Currency  futures:  Banks  use  currency  (foreign  exchange)  futures  to  lock  in 
currency  rates  and  subsequently  hedge  against,  among  other  things,  positions 
arising  from  their  foreign  operations  and  dealing  businesses.   For  example,  a  bank 
may  have  purchased  a  foreign  currency  denominated  bond.  In  addition  to  the 
risks  associated  with  domestic  bonds,  foreign  bonds  also  have  foreign  exchange 
risk.   If  the  currency  in  which  the  bond  is  denominated  depreciates  against  the 
dollar  over  the  term  of  the  bond,  the  bank  will  lose  money  when  the  bond  is 
exchanged.  Therefore,  if  the  bank  enters  into  a  futures  contraa  to  ensure  a 
specific  amount  (the  amount  of  the  bond  plus  interest),  at  a  specific  price  and  at  a 
specific  time  (the  maturity  date  of  the  bond),  the  foreign  exchange  risk  can  be 
managed.   Banks  also  use  currency  futures  to  hedge  positions  arising  fi-om  their 
foreign  exchange  dealing  activities.   A  bank  that  incurs  foreign  exchange  exposure 
from  assisting  its  customers  (dealing)  with  currency  risk  management  can  use 
offsetting  contracts  to  reduce  its  own  exposure.  A  bank  can  also  use  forwards  or 
futures  to  cover  unmatched  currency  swaps.   For  example,  a  dealer  obligated  to 
make  a  series  of  Deutsche  mark  payments  could  buy  a  series  of  Deutsche  mark 
futures  to  reduce  its  exposure  to  changes  in  the  US$/DM  exchange  rate. 

Commodity  futures:  Commodity  futures  are  used  by  banks  primarily  to  hedge 
commodity  risk  incurred  from  mismatches  in  swap  positions  in  a  dealer  capacity. 


Options  Activity  of  Banks:   Banks  typically  use  interest  rate  and  currency  options, 
vs.  commodity  or  equity  options.  These  options  can  be  used  in  hedging  activities,  in 
bank  dealer  activities,  or  in  trading  activities.   Options  are  used  by  banks  to  hedge 
various  interest  rate  and  currency  risks.   Banks  buy  options  to  protect  against  adverse 
market  movements  while  leaving  open  the  possibility  of  capitalizing  on  favorable 
movements  in  interest  rates  and  currency  rates.   A  bank  may  also  use  options  to  enhance 
returns  on  specific  instruments  or  a  portfolio  of  instruments  and  to  speculate  on  price 
movements.  However,  according  to  OCC  guidelines,'"  speculative  activity  by  banks 

"Ibid. 
-Ibid. 
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should  be  limited  to  banks  with  strong  capital  and  the  sophistication  to  manage  the  risks 
involved. 

Interest  rate  options:  An  interest  rate  option  gives  a  bank  who  buys  an  option  the 
right  to  buy  or  sell  an  underlying  interest  rate  asset,  such  as  a  government  bond, 
at  a  specific  price.  A  bank  may  have  a  Treasury  bond  that  wouJd  drop  in  price  if 
interest  rates  rise.  In  this  case,  it  may  wish  to  buy  a  put  option  on  the  T-bond 
giving  it  the  right  to  put  the  bond  to  the  option  seller  at  a  pre-determined  price. 
U  rates  rise,  the  bank  can  put  the  bond  and  avoid  a  loss.  Lf  rates  do  not  rise,  the 
bank  has  only  lost  the  money  paid  for  the  option.   If  a  bank  has  short-term 
liabilities  and  long-term  assets,  it  may  wish  to  purchase  a  cap  in  order  to  protect 
itself  against  rising  short-term  rates.  A  cap  would  effectively  cap  the  interest  rate 
it  would  pay  on  its  liabilities.  If  a  bank  has  short-term  assets  and  long-term 
liabilities  the  bank  could  purchase  a  floor  to  protect  it  from  falling  short-term 
interest  rates.  A  floor  would  effectively  put  a  floor  on  the  rate  it  would  receive 
on  its  assets.  If  the  bank  wanted  to  lock  in  a  spread  between  assets  and  liabilities, 
it  could  buy  a  collar  (the  same  as  buying  a  cap  and  selling  a  floor).  The  premium 
earned  on  the  floor  would  offset  the  price  paid  for  the  cap. 

Currency  options:   A  currency  option  gives  a  bank  who  buys  the  option  the  right 
to  buy  or  sell  an  underlying  currency  asset  at  a  specific  price.  A  bank  may  have  a 
bond  denominated  in  Deutsche  marks.  If  the  mark  depredates  against  the  dollar 
while  the  bank  holds  the  bond,  the  bank  will  lose  money  when  converting  the 
marks  to  dollars.  The  bank  may  wish  to  purchase  a  put  option  on  the  mark  which 
allows  the  bank  to  sell  the  mark  at  a  given  price.  If  the  mark  does  depreciate,  the 
profit  on  the  put  could  be  used  to  offset  the  exchange  loss  on  the  mark- 
denominated  bond. 
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(b)ihdfis 

Thrifts  are  end-users  of  derivatives  and  do  not  act  as  dealers.  Thrifts  use  swaps 
and  other  derivatives  to  hedge  their  mortgage  portfolios  and  manage  their  asset/liability 
exposure.  Thrifts  use  derivatives  to  manage  and  control  interest  rate  risk  and  mortgage 
prepayment  risk.  Thrifts  use  derivatives  for  many  of  the  same  reasons  banks  use 
derivatives.   In  principle,  an  institution  can  manage  and  control  interest  and  prepayment 
risk  by  changing  the  structure  of  its  asset  and  Uability  portfolios.   In  practice,  changing 
the  lines  of  business  or  the  structure  of  the  portfolio  is  often  cumbersome  and  expensive, 
and  derivatives  can  make  such  risk  management  less  costly.   Moreover,  derivatives  make 
it  feasible  for  thrifts  and  banks  to  make  loans  with  maturities  and  pricing  characteristics 
that  they  otherwise  would  not  make  because  of  risk  considerations. 

Roughly  half  of  all  large  thrifts  (assets  over  $1  billion)  use  derivatives,  while  less 
than  1%  of  the  small  thrifts  (assets  less  than  $100  million)  use  them.  As  of  June  30. 
1993.  117  out  of  1.822  private  sector  thrifts  reported  holdings  of  off-balance  sheet 
derivatives.   Of  the  117:" 

►  82  institutions  reported  holdings  of  swaps; 

►  43  institutions  reported  holdings  of  options;  and 

►  20  reported  holdings  of  futures  contracts. 

Thrifts  use  interest  rate  forwards  and  futures  to,  among  other  things,  lock  in 
spreads  between  borrowing  and  lending  rates.  Thrifts  use  options  to  protect  against 
adverse  market  movements  while  leaving  open  the  possibility  of  capitalizing  on  favorable 
movements  of  interest  rates  and  currency  rates. 

Thrifts  use  interest  rate  swaps  to  decrease  their  interest  rate  risk  by  changing  their 
cash  flows  from  fixed  to  floating  or  floating  to  fixed  in  order  to  more  closely  match  their 
revenues  from  mortgages  with  their  payments  on  borrowings. 

For  example,  it  a  thrift  is  receiving,  in  Hs  normal  course  of  busineea,  a  majority  of  Ka 
Income  from  fixed  rate  interest  payments  on  long-term  mortgages  (assets)  tt  haa  made  to 
customers,  but  Is  paying  a  majority  of  tts  obligations  In  short-term  floating  rate  payments 
on  deposits  (liabilities)  it  has  borrowed,  the  thrift  is  vulnerable  to  a  rise  In  Interest  rates. 
As  interest  rates  rise,  the  floating  interest  rate  R  Is  paying  on  its  liabilities  will  rise,  while 
the  fixed  Interest  rate  it  Is  receiving  on  Hs  assets  will  remain  the  same.  Consequently,  the 
profits  of  the  thrtft  will  decrease  as  interest  rates  rise.   And  if  interest  rates  rise  to  a  point 
where  the  interest  rate  the  thrift  is  paying  on  its  liabilities  exceeds  the  interest  rate  it  is 
receiving  on  Its  assets,  the  thrift  nrtay  lose  money.   (This  Is  wtiat  happened  to  many  S&Ls 
in  the  lata  1970s  and  early  1980s.) 

In  this  case,  ihe  thrift  may  wish  to  increase  the  percentage  of  floating  rate  asset  payments 
H  receives  while  increasing  the  percentage  of  fixed  rate  liability  payments  K  makes  by 
entering  into  a  fixed  for  floating  Interest  rate  swap.   Under  the  swap,  the  thrift  would 
receive  payments  from  another  party  based  on  a  floating  rate,  and,  in  return,  pay  to 
another  party  payments  based  on  a  fixed  rate.  After  the  swap,  the  thrift  would  be  more 
closely  'matched'  because  a  certain  portion  of  Hs  payments  on  both  Its  assets  and 
liabilities  would  be  based  on  a  floating  rate;  therefore,  if  interest  rates  rise,  not  only  would 


"  Source:  ORice  of  Thrift  Supervitioa. 
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th«  ttirifl  b*  paying  •  hlgh«r  rate  on  Ks  floating  rat*  liabilitias,  but  also  N  would  b« 
racoWing  a  highar  rata  on  Ma  floating  rata  asaata,  tharafora  dacraaaing  Ks  vulnarabilHy  to 
riaing  Intaraat  ratas.  (Tha  othar  portion  of  tha  ttvift'a  paymants  on  both  Ka  aaaata  and 
liabilitlaa  would  ba  mora  cloaaly  matchad  on  a  flxad  rata  baaia.) 

The  use  of  derivatives  has  enabled  thrifts  to  better  satisfy  consiuner  demands  for 
specific  types  of  products,  such  as  fixed-rate  mortgages,  by  enabling  thrifts  to  better 
manage  the  risk  associated  with  those  products. 

The  introduaion  of  derivatives  has  provided  the  thrift  industry  with  additional 
tools  for  managing  interest  rate  risk.  Prior  to  the  introduction  of  derivatives,  risk-return 
tradeoffs  were  managed  primarily  by  altering  the  mix  of  an  institution's  portfolio  of 
assets  and  liabiUties.  For  example,  an  institution  that  wanted  to  reduce  its  exposure  to 
rising  interest  rates  might  have  lengthened  the  duration  of  its  Uabilities  by  replacing 
short-term  borrowings  with  long-term  borrowings.  Today,  a  thrift  can  effectively 
accomplish  the  same  result  at  a  lower  cost  by  entering  into  an  interest  rate  swap.   Most 
thrifts  that  use  derivatives  have  used  them  safely.   Based  on  a  survey  of  OTS  examiners, 
derivatives  contributed  to  less  than  2%  of  thrift  failures  in  the  last  five  years,  and  were 
rarely  a  primary  cause  of  failure.*^ 

Thrift  Crisis  of  the  1970s  and  1980s."  The  thrift  industry's  outsized  exposure  to 
interest  rate  risk  in  the  late  1970s  and  early  1980s  was  a  key  factor  in  precipitating  the 
thrift  crisis.   Until  the  late  1970s,  interest  rates  were  relatively  stable,  and  the  average 
rate  paid  on  savings  deposits  rarely  rose  above  the  rate  earned  on  mortgages.  As  a 
result,  borrowing  short  and  lending  long  worked  reasonably  well.  However,  when 
interest  rates  surged  in  the  late  1970s  and  early  1980s,  the  thrift  industry  experienced 
sharply  higher  funding  costs.   Industry  profitability  plunged  and  turned  negative  in  1981 
and  1982.   If  the  derivative  markets  had  been  well  developed  15  years  ago,  S&Ls  that 
had  the  objective  of  reducing  their  risks  may  have  been  able  to  use  derivatives  to 
substantially  reduce  the  losses  they  suffered  in  the  late  1970s  and  early  1980s.  (The  full 
development  of  interest  rate  swaps  did  not  occur  until  1981).  According  to  the  CFTC, 
for  example:  There  is  little  question  that  knowledgeable  use  of  derivative  products  such 
as  interest-rate  futures,  options  and  swaps  could  have  eased  the  financial  strain  that 
many  S&Ls  endured  as  a  result  of  this  increase  in  interest-rate  volatility.  This  potential 
utility  was  evidenced  by  federal  bank  and  S&L  regulators  who  early  on  approved  the  use 
of  interest-rate  futures  and  options  for  purposes  of  reducing  interest-rate  risk  exf>osure. 
Of  course,  at  the  time  that  the  crisis  was  developing,  so  were  the  markets  for  these 
instruments;  and  expertise  concerning  their  appropriate  use  for  offsetting  interest-rate 
risk  is  at  a  premium  both  among  practitioners  and  regulators." 


"  It  should  be  noted  that  a  least  one  institutioa,  FtanUin  Savings,  under  OTS  jumdiction,  had  a  large  derivativei  book  at  the  time 
il  failed  in  1990.  Signincant  cx>ntroversy  sunouoded  the  OTS*  determination  of  Franklin's  insoNeiKy. 

"  Sec  Question  #3  pcced  to  the  legulaton  by  Repicsenutiw  Leach. 
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(2)       Government-Sponsored  Enterprises 

U.S.  government-sponsored  enterprises  (GSEs)  use  derivatives  to  manage  interest 
rate  and  currency  risks.  The  GSEs  are  the  Federal  Home  Loan  Banks  (FHLBB),  the 
Federal  National  Mortgage  Association  (Fannie  Mae),  the  Federal  Home  Loan 
Mortgage  Q)rporation  (Freddie  Mac),  the  Student  Loan  Marketing  Association  (Sallie 
Mae)  and  the  Government  National  Mortgage  Association  (Ginnie  Mae  or  GNMA). 
The  Federal  Agricultural  Mortgage  Corporation  (Farmer  Mac)  has  the  authority  to  use 
derivatives  but  has  not  utilized  them  to  date.  The  lower  cost  of  funds  at  the  GSEs,  made 
possible  by  the  growing  use  of  derivative  instruments,  has  provided  more  affordable 
housing  and  less-expensive  student  loans  while  decreasing  taxpayer  exposure  to  GSEs. 

Federal  Home  Loan  Banks 

The  Federal  Home  Loan  Banks  (FHLBs)  in  conjunction  with  the  Federal 
Housing  Finance  Board  (FHFB)  use  derivatives  to  hedge  their  interest  rate  risk  and 
manage  their  duration  gap.  The  fundamental  business  of  the  Federal  Housing  Finance 
System  is  to  provide  member  institutions  with  advances  in  a  wide  range  of  maturities  and 
terms.   Funds  not  immediately  required  for  the  FHLBs'  credit  programs  are  invested. 
The  principal  sources  of  funds  for  theses  activities  are  consolidated  obligations  and 
member  deposits.  However,  lending  and  investing  these  funds  has  the  potential  for 
exposing  the  FHLBs  to  credit  and  interest  rate  risk. 

Accofdlng  to  th«  FHFB't  1992  annual  report:  'Interast  rata  riak  la  the  riak  that  changaa  In 
Interaat  rataa  may  advaraaly  affect  an  Instltutlon'a  financial  condttlon.   The  FHLB  ayatam 
protecta  agalnat  Interest  rate  risk  In  aeveral  ways.   Whan  a  memtMr  prepays  an  advanca, 
the  FHLB  couM  suffer  losses  H  the  principal  portion  of  the  prepakl  advance  muat  be 
Invested  in  lower  yiekling  assets  that  continue  to  l>e  funded  by  higher  cost  debt  To 
protect  against  this  risk,  each  FHLB  la  required  by  regulation  to  charge  a  prepayment  fee 
that  makes  H  flnanclally  indifferent  to  a  borrower'a  decision  to  prepay  an  advance.   In 
addition,  the  FHLBa  use  interest  rate  swaps  and  other  hedging  vehicles  and  Issue  financial 
Instruments  with  embedded  options  such  aa  call  features,  to  protect  against  changea  In 
Interest  rates.' 

'In  connection  with  their  Interest  rate  risk  management  programs,  the  FHLBa  use  Interest 
rata  swaps,  futures,  forward  contracts,  and  interest  rate  caps  and  floors  to  reduce  thek 
exposure  to  fluctuations  in  interest  rates.   T)ie  FHLBa  may  also  act  as  an  Intermediary  with 
member  lnstHutlons...'niese  instruments  involve,  to  varying  degreea,  elements  of  credit 
and  interest  rate  ri8k...FHLBs  are  subject  to  credit  risk  only  due  to  the  nonperformance  by 
counterparilea  to  the  agreements;  however,  based  on  management'a  credH  analysis  ar>d 
required  collaterat,  ttte  FHLBs  do  not  amicipate  any  losses  on  these  agreements.. .Net 
Interest  Income  or  expense  on  Interest  rate  swaps,  caps,  and  floor  agreements  is  applied 
to  the  Interest  Income  or  expense  of  the  instrument  t>elng  hedged.   Gains/losses  on 
terminated  swaps  are  deferred  and  amortized  using  the  level  yield  method  over  the 
remaining  life  of  the  hedge  asset  or  liability.' 

The  FHLB  system  has  a  composite  triple  A  credit  rating.  The  FHFB  is  working 
toward  the  goal  of  obtaining  a  triple  A  credit  rating  for  each  individual  Federal  Home 
Loan  Bank. 
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Fannie  Mac 

The  best  example  of  the  use  of  derivatives  by  a  housing  GSE  appears  to  be 
Fannie  Mae.  Fannie  Mae  is  one  of  the  largest  end-users  of  interest  rate  derivative 
instruments.  Fannie  Mae  uses  interest  rate  derivatives  as  a  fundamental  part  of  its 
business,  uses  foreign  exchange  derivatives  occasionally,  and  does  not  use  equity  or 
commodity  derivatives  at  alL  According  to  Fannie  Mae,  derivatives  "reduce  exposure  to 
market  volatility...they  create  a  small  and  manageable  increase  in  CTedit  risk  which  is 
overwhelmed  by  a  reduction  in  exposure  to  market  volatility." 

Fannie  Mae  is  a  publicly  owned  GSE  chartered  in  1938  to  purchase  mortgages 
from  lenders  and  resell  them  to  investors.  Fannie  Mae  primarily  packages  mortgages 
backed  by  the  Federal  Housing  Administration  (FHA),  but  also  sells  non- 
govemmentally-backed  mortgages.  Fannie  Mae  finances  the  purchase  of  a  majority  of 
the  mortgages  by  issuing  guaranteed  mortgage-backed  securities  (MBSs).  MBSs  are  sold 
to  capital  market  investors  or  swapped  with  lenders  in  exchange  for  conforming 
mortgages.   Fannie  Mae  earns  income  by  charging  fees  for  guaranteeing  the  NfflSs  it 
issues.   In  its  normal  course  of  business,  therefore,  Fannie  Mae  is  highly  sensitive  to 
changes  in  interest  rates  and  currency  rates.  Fannie  Mae,  like  other  financiai 
institutions,  must  also  manage  its  duration  gap,  which  is  the  difference  between  the 
estimated  durations  of  mortgage  assets  and  those  of  liabilities  that  fund  the  mortgages. 
Fannie  Mae  uses  derivatives  to  manage  its  risks  and  duratioiL 

One  way  Faimie  Mae  has  reduced  the  volatility  in  the  projected  duration  gap  that 
can  result  when  interest  rates  change  significantly  is  l^  issuing  callable  debt  that  better 
matches  the  optional  prepayment  characteristics  of  the  mortgages  it  funds.  A  related 
financing  strategy  employed  by  Fannie  Mae  has  been  to  enter  into  callable  swaps  that 
effectively  convert  noncsdlable  debt  to  callable  debt. 

According  to  Fanni*  HUo't  1992  annual  rtport:  Tha  coqMratlon  (Fannia  Maa]  typically 
uses  interast  rata  awapa,  hrtaraat  rata  futuraa  contracta,  ahorl  aalaa  of  Traaaury  aacurttiaa, 
and  datarrad  rata  aalting  agraamanta  to  hadga  agalnat  tluctuatlona  In  Intaraal  rata 
movantanta.  Tha  corporation  antara  into  Intaraat  rata  awapa.  Including  callabla  awapa,  that 
in  ganaral,  attacUvaly  axtand  tha  maturity  of  ahort-tarm  dabi  ot>ngatlona.  Undar  thaaa 
awapa,  tha  corporation  ganarally  pays  a  fixad  rata  and  racaivaa  a  floating  rata  baaad  on  a 
notional  principal  amount  Changaa  hi  tha  valua  of  thaaa  hadga  inatrumanta  cauaad  by 
tluctuatlona  in  Intaraat  rataa  ara  axpactad  to  offaal  changaa  In  tha  valua  of  tha  Rama 
hedgad  ...  Tha  corporation  raducaa  countarpaity  cradH  rlak  [tha  rlak  that  tha  olhar  party  to 
tha  darivatlva  tranaactlon  win  dafauH]  by  dealing  only  with  inatitutlona  that  maat  cartain 
cradK  guMalinaa  and  by  raquMng  collateral  In  certain  circumatancea  ...  Tha  corporation 
haa  long-term  interaat  rata  awap  agreementa  with  varioua  partiea  to  extend  the  effective 
ntaturlty  of  certain  ahort-tarm  debt  obligatlona  and  to  adjuat  the  effective  maturity  of 
certain  long-term  debt  obligatlona. 

*The  corporation  alao  haa  Intereat  rata  awap  agreementa  that  ara  linked  to  apecific  debt 
iaauea  (debt  awapa)  or  apecific  inveatmenta  (aaaet  awapa).  Thaaa  awapa  achieve  a 
apecific  financing  or  Inveatment  objective  at  a  deaired  coat  or  yield.  Tlw  coato  and  tarma 
of  the  apecific  debt  Iaauea  and  yielda  of  the  apecific  Inveatmenta,  aa  preaented  In  tha 
financial  atatementa,  Include  the  effecta  of  the  awapa.' 


55 


636 


Sallie  Mae 

Sallie  Mae  and  the  other  GSEs  use  derivatives  in  many  of  the  same  ways  and  for 
many  of  the  same  reasons  as  does  Fannie  Mae. 

Sallie  Mae  is  the  major  financial  intermediary  to  the  U.S.  education  credit 
market.  Primarily  a  wholesale  provider  of  credit,  its  principal  clients  are  financial 
institutions  and  other  organizations  that  originate  loans  under  the  federally-sponsored 
Guaranteed  Student  Loan  Program  (GSLP).   Sallie  Mae's  primarily  financial  products 
for  such  originators  are  purchases  of  insured  education  loans  and  secured  funding.   Sallie 
Mae  owns  about  one  third  of  the  $57  billion  of  guaranteed  education  loans  outstanding 
in  1993.  To  raise  funds  for  its  operations,  Sallie  Mae  issues  a  variety  of  debt  instruments 
in  both  the  domestic  and  international  capital  and  money  markets.   It  has  a  positive 
record  of  performance  and  a  conservatively-managed  balance  sheet.   Its  debt  securities 
and  student  loan  revenue  bonds,  backed  by  its  letter  of  credit,  are  AAA  rated. 

In  financing  Kt  operations,  Sallie  Mae  matchea  the  Inlefett  rate  aenaKlvtty  of  Ka  liabilities 
to  the  interest  rate  sensitivity  of  the  assets  It  funds  in  order  to  avoid  negative  Impact  on 
earnings  from  changes  In  the  Interest  rate  environment   Since  most  of  the  corporatlon'a 
assets,  Including  most  of  Its  student  loans,  generally  carry  floating  rates  indexed  to  the  91- 
day  U.S.  Treasury  bill,  Sallie  Mae  ties  the  cost  of  related  llabllKles  to  the  same  Treasury 
bill. 

Sallie  Mae  achieves  this  close  match  either  by  issuing  floating-rate  securities  priced  at  a 
spread  to  the  Treasury  bill  or  by  Issuing  fixed-rate  securities  which  are  converted,  In  effect, 
to  floating  rate  obligations  tied  to  the  T-blll  through  interest  rate  swaps  or  other  hedging 
techniques,  such  as  options  and  caps.   Similarly,  Sallie  Mae  funds  assets  that  carry  yields 
tied  to  LIBOR  with  llabiltties  priced  at  a  spread  to  UBOn.  Fbced  rate  assets  are  funded 
with  fixed  rate  llabllKles  of  like  maturities.  Through  the  use  of  such  flnanclr>g  structures, 
combined  with  the  appropriate  derivative  producta,  Sallie  Mae  has  maximized  funding  and 
tMsis  efficiencies. 

Sallie  Mae  enters  Into  various  off-balance  sheet  financial  Instruments  to  reduce  interest 
rate  risk  and  foreign  currency  exposure  on  certain  borrowings.  These  financial 
Instruments  Include  Interest  rate  swaps  (floating  for  flxed,  fixed  for  floating,  and  floating  for 
floating),  caps,  floors,  currency  swaps,  interest  rate  options,  currency  options,  and  options 
on  futures  contracta.'* 


Kolman.  Joe,  "Whof  Hedging  Whit  and  Why*  Denvatives  Slralegy  A  T»ctiq. 
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(3)       Sovereigns  and  Related  Entities 

The  use  of  derivatives  by  sovereigns,  except  for  the  U.S.  Government,  is 
widespread  and  allows  for  more  efficient  management  of  their  financial  needs  to  the 
direct  benefit  of  their  taxpayers.  Such  sovereigns  use  derivatives  for  many  of  the  same 
reasons  as  other  end-users,  such  as  to: 

►  hedge  interest  rate  and  currency  risk  arising  from  debt  issuance; 

►  diversify  sources  of  funding;  and 

►  achieve  a  lower  cost  of  funding. 

Sovereigns  and  other  related  entities,  such  as  the  World  Bank,  primarily  use 
interest  rate  and  currency  derivatives,  although  some  have  also  begun  to  use  commodity 
derivatives  to  manage  oil  price  risk.  The  use  of  swaps  by  the  World  Bank  dates  back  to 
the  first  large-scale  currency  swap  transaction  between  IBM  and  the  World  Bank  in  1981. 

An  example  of  a  sovereign  wtio  uses  swaps  to  nianage  the  debt  H  Issues  In  many  different 
currencies  is  the  sovereign  of  Finland.   Finland  is  a  highly  rated  sovereign  and  an  active 
borrower  in  the  international  capital  markets.  Tie  government  of  Finland,  through  the 
Ministry  of  Finance,  has  actively  used  swaps  to  lower  Ks  effective  cost  of  debt  and 
manage  the  currency  composition  of  its  foreign  liabilities  to  hedge  foreign  exchar>ge  risks. 
During  the  period  1987-90,  Finland  entered  Into  approxlntateiy  50  swaps  with  notional 
principal  equivalent  to  U.S.  $50-200  million  at  a  time.  Roughly  30%  of  the  government's 
total  outstanding  foreign  debt  was  swapped,  with  most  swaps  being  related  to  newly 
Issued  debt.   Swaps  were  used  in  1990  to  achieve  funding  costs  of  30-50  basis  points 
below  LIBOR.  They  were  also  used  to  configure  the  currency  composttion  of  Rnland's 
foreign  liabilities  in  the  direction  of  its  official  currency  basket   The  Finnish  mark  was  tied 
to  the  value  of  the  currency  basket  The  Ministry  used  currency  swaps  to  access  the 
lowest-cost  offshore  debt  markets,  while  translating  the  currency  composition  of  the  debt 
portfolio  to  the  desired  mix.  Substantial  changes  in  the  debt  composition  were  achieved 
through  swaps.  For  example,  although  the  actual  share  of  the  Japanese  yen  in  the 
external  debt  was  23%  in  1989,  currency  swaps  were  used  to  reduce  the  effective  share  to 
12%  in  1989  and  5%  In  1990." 

For  an  example  of  a  swap  Involving  the  Export-Import  Bank  of  Japan,  see  Diagram  6. 


The  U.S.  Government  does  not,  in  practice,  use  derivatives.  During  discussions 
the  Minority  Staff  had  on  derivatives  with  market  participants,  the  question  was  raised  of 
why  the  U.S.  Government  does  not  take  advantage  of  derivative  products  to  lower  its 
funding  costs  and  thereby  reduce  the  budget  deficit.   In  fact,  the  U.S.  Treasury  today 
may  be  assuming  a  greater  risk  in  its  current  efforts  to  shorten  maturities  of  U.S. 
borrowings  than  it  would  be  in  using  derivative  products  for  financial  management 
purposes.  Industry  sources  suggest  that  greater  use  of  derivatives  should  be 
contemplated  by  the  U.S.  Government  for  funding  purposes.** 


"  Group  of  Thirty.  Dtrivaiives:  Practices  and  Principles.  Washington.  DC.  July  1993.  The  Gtxwp  of  Thirty  report,  in  turn,  citea 
Beidlcman,  Carl.  "Government  Use  of  Cms  Currency  Swaps.'  Cross  Cunencv  Swaps.  Business  One  Irwin,  1991 

**  Although  risks  exist  in  the  speculative  use  of  derivatives,  a  strong  case  can  be  made  for  hedging  purposes. 
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Diagram  6 


Let's  swap 


H  it  weren't  for  intmst-r*tt  nrapv  nanr 
PWM  with  ItndM.  At tlM Stat  end  oTtt^rMi 
couole  corouti  al  eamtfmml  bank  ouiaoan.  llHi 
dtoositor  nm  aanti  qukk  accas  U  Ms  mont^  TtoiaHBw.'^ 
whilt.  mifht  b*  «  smail-busintss  o«n«f .  Sht'sSMfH^ttxk 
floatin|-nu  loan,  hr^l^t^  ttatt  ho*  tht  taanfeaMBtaiapiliMi 
liabilities — br  katpinf  boOi  sturt  in  dtmtan.  Bolifei 
UKe  me  nsk  thai  her  intmst  nte  mil  tonad^ripia* 


Source:   Forbes.  March29,  1993 

It  to 
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(4)       Corporations 

Corporations  utilize  derivatives  in  an  end-user  capacity  or  a  dealer  capacity  to 
manage  risks  inherent  in  their  businesses  and  reduce  funding  costs.  This,  for  example, 
has  allowed  corporations  to  save  money,  and,  according  to  industry  sources,  aeate  and 
preserve  jobs.  According  to  industry  sources,  a  few  corporations  may  use  derivatives  to 
express  market  views  (speculate),  but  such  deliberate  speculation  is  not  common. 

Corporations,  like  end-user  financial  institutions,  use  derivatives  in  an  end-user 
capacity  to,  among  other  things: 

►•  reduce  risks  (interest  rate  risk,  currency  risks,  equity  price  risk,  and 
commodity  price  risk); 

►  reduce  funding  costs; 

►  manage  assets  and  liabilities; 

►  enhance  liquidity;  and 

►  express  market  views  (sp)eculate  or  take  a  position). 

A  corporation  may  achieve  the  above  goals  by  either  entering  into  a  customized 
OTC  derivative  contract  with  a  dealer,  such  as  a  dealer  bank  with  whom  it  has  a 
relationship,  or  it  may  buy  and  sell  derivatives  in  the  exchange-traded  market. 

Derivatives  allow  corporations  to  achieve  these  goals  in  a  less  expensive  and  more 
expedient  way  than  by  adjusting  traditional  assets  and  liabilities. 

According  to  a  report  issued  by  the  Group  of  Thirty  on  July  21,  1993  entitled 
Derivatives:  Practices  and  Principles,  over  83%  of  the  private  sector  corporations 
responding  to  their  survey  on  OTC  derivatives  as  end-users  consider  derivatives  either 
imperative  (37%)  or  very  important  (44%)  for  controlling  risk  within  their  organizations. 
Of  the  corporations  responding,  87%  use  interest  rate  swaps,  64%  use  currency  swaps, 
78%  use  fonvard  foreign  exchange  contracts,  40%  use  interest  rate  options,  and  31%  use 
currency  options. 

Of  the  private  sector  corporations  responding: 

►  82%  indicated  they  use  OTC  derivatives  for  hedging  market  risks  arising  from 
new  financing; 

►■  78%  use  them  to  manage  or  modify  the  chararteristics  of  their  existing  assets 
and  Uabilities; 

►  33%  use  them  to  hedge  translation  (from  foreign  currency)  exposures; 

►  11%  use  them  to  manage  energy  or  raw  materials  costs;  and 

►  69%  use  them  to  hedge  foreign  exchange  transaction  exposures. 
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Corporations  use  derivatives  to  reduce  risks  inherent  in  their  business,  such  as 
managing  currency  risk  arising  from  foreign  exchange  exposures  and  commodity  risks 
arising  from  commodity  price  exposures.  Corporations  aJso  use  derivatives  to  hedge 
interest  rate  and  currency  risks  arising  from  new  financing,  to  reduce  funding  costs,  and 
to  diversify  funding  sources. 

Both  importers  and  exporters  are  exposed  to  exchange  rate  risk  and  their  profits 
can  fluctuate  based  upon  the  fluctuations  in  currency  exchange  rates.  Currency-based 
swaps,  forwards,  futures,  and  options  can  all  be  used  to  create  hedges  of  those  future 
cash  flows,  to  lock  in  exchange  rates,  and  to  reduce  the  risk  from  currency  fluctuations. 
For  example,  a  U.S.  corporation  that  exports  to  Germany  and  expects  payment  in 
Deutsche  marks  could  sell  Deutsche  mark  futures  (which  requires  another  party  to  buy 
Deutsche  marks  from  the  corporation  on  a  certain  date  at  a  certain  exchange  rate)  to 
eliminate  the  threat  of  lower  Deutsche  mark  spot  rates  at  the  time  that  the  payment 
arrives.  Corporations  with  overseas  subsidiaries  are  also  subject  to  currency  risk  as  the 
values  of  the  foreign  assets  and  liabilities  are  translated  into  domestic  currency  for 
accounting  purposes.  Currency  swaps  can  help  companies  match  foreign  currency 
revenues  with  domestic  currency  debt  payments,  by  allowing  them  to  swap  cash  in-flows 
from  revenues  and  cash  out-flows  on  debt  into  a  desired  currency.   Derivatives, 
therefore,  allow  corporations  to  achieve  greater  certainty  in  costs  and  revenues,  and 
removes  their  vulnerability  to  changes  in  currency  rates. 

Derivatives  have  been  extremely  useful  for  companies  such  as  Harley-Davidson, 
which  faces  stiff  competition  from  foreign  companies,  and  airlines,  which  op>erate  in  a 
competitive  global  environment 

For  txampl*,  •  U.S.  ak-craft  mak«r  It  awarded  a  contract  to  aupply  abplanM  to  a  BrHiah 
alrlln*  for  wtiich  K  la  to  racalva  50  million  pounda  aterllng  ona  year  from  today.  Ttia 
aircraft  makar  la  axpoaad,  however,  to  ttie  rlak  that  pounda  aterllng  will  depreciate  relative 
to  U.S.  dollar*  over  the  next  year.  Therefore,  the  aircraft  nuker  may  enter  Into  a  currency 
forward  where  If  will  aell  forward  to  another  party  SO  million  pounda  aterllng  In  exchange 
for  U.S.  dollar*  at  an  exchange  rate  aet  today.  Thia  way,  the  aircraft  maker  will  be  certain 
of  the  value  of  the  50  pounda  aterllng  one  year  from  today. 

A  corporation  can  reduce  its  funding  costs  by  obtaining  financing  from  one 
market  and  then  swapping,  via  a  currency  swap,  all  or  part  of  the  cash  flows  into  the 
desired  currency  and  interest  rates.   Currency  swaps  also  help  companies  to  alleviate 
such  funding  problems  as  the  lack  of  available  credit  in  local  foreign  markets,  high 
interest  rates  in  available  markets,  foreign  exchange  controls  and  regulations  in  the 
countries,  involved,  as  well  as  tax  and  accounting  problems. 

Commodity  swaps  enable  producers  and  institutional  consumers  to  hedge 
commodity  price  risk.  There  is  growing  swap  activity  in  the  principal  non-ferrous  metals, 
such  as  copper  and  aluminum,  and  more  in  gold,  based  on  the  advantages  of  the  swap 
instrument  for  protecting  long-term  project  financing  vulnerable  to  price  instability.  The 
major  activity  of  commodity  swaps,  however,  now  lies  on  petroleum  and  petroleum 
products. 

A  corporation  may  also  achieve  savings  by  issuing  structured  securities  (securities 
with  embedded  derivatives)  tailored  to  meet  its  specific  requirements. 
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For  txampl«,  an  <ri\  company  In  Taxaa  can  l««u«  a  hybrid  bond  wMch  pay*  annual  Intartat 
but  alao  tlaa  tha  principal  repaymant  to  tha  prica  ot  oU.  That  la,  H  tha  prica  of  o<l  liaaa,  a 
largar  rapaymant  ta  mada.  Such  an  Inttrument  may  allow  tha  cA\  company  to  iaaua  tha 
bond  at  a  lowar  Intareat  rata  tinea  tha  inttrument  rapraaanta  a  battar  cradN  riak  bacauaa 
tha  company  it  atkad  to  pay  mora  when  it  it  in  a  poattion  to  do  ao  and  lata  wfian  N  la 
not 

Corporations  also  use  derivatives,  such  as  interest  rate  and  currency  swaps,  to 
manage  their  assets  and  habilities.  As  economic  conditions  change,  a  corporation  may 
wish  to  change  the  characteristics  of  its  existing  debt  portfolio. 

For  example,  Ford  Motor  CredH  Company  (FMCC)  ia  an  active  user  of  Intareat  rata  twapa 
to  manage  itt  portfolio  of  auto  loant  and  debt  tecuritlet  backed  by  auto  toana.  FMCC 
uaea  Interett  rate  awapt  to  help  it  run  a  more  clotely  'matched'  book  without  changing 
the  actual  terma  of  iU  assett  and  ll£bilHiea.   Intereat  rate  twapa  allow  FMCC  to  match  tha 
maturity  and  interett  rate  characterittlct  (fixed  v«.  floating)  of  their  auto  loan  aaaeta  with 
their  auto-ioan  tracked  debt  tecuritiea.   Interett  rate  twapa,  therefore,  decraata  FMCC'a 
exposure  to  Interett  rate  ritk  and  allow  FMCC  to  offer  loana  with  the  terma  moat  detirabia 
to  customert. 

Corporations  also  use  interest  rate  derivatives,  such  as  swaps  and  forwards,  to 
hedge  the  cost  of  new  financing,  such  as  the  issuance  of  fixed-rate  debt  or  floating-rate 
debt.   Volatile  interest  rates  create  uncertainty  about  the  future  cost  of  issuing  fixed-rate 
debt.   Forward  swaps  (a  contract  obligating  the  corporation  to  enter  into  an  interest  rate 
swap  at  a  time  in  the  future)  can  be  used  to  lock  in  the  general  level  of  interest  rates 
that  exists  at  the  time  the  funding  is  made.  The  corporation  will  then  be  certain  of  its 
future  costs  of  issuing  fixed  rate  debt.   Issuing  floating  rate  debt  exposes  the  issuer  to  the 
risk  that  interest  rates  will  rise  over  the  life  of  the  debt  instrument  The  corporation  can 
buy  a  cap  or  a  collar  to  limit  the  interest  rate  it  will  have  to  pay  on  its  floating  rate  debt 
over  time. 

A  corporation  may  have  the  ability  to  borrow  floating  rate  funds  but  desires  to 
borrow  fixed  rate  funds  in  order  to  balance  fixed  rate  assets  and/or  to  accurately  predict 
future  costs.   If  the  credit  rating  of  the  industrial  company  is  not  in  one  of  the  higher 
categories,  it  will  not  be  able  to  raise  fixed  rate  funds  at  what  it  considers  acceptable 
rates.  Therefore,  the  industrial  company  may  seek  to  enter  into  a  swap  with  a 
counterparty,  such  as  a  bank,  which  has  a  higher  credit  rating  and  can  therefore  borrow 
fixed  rate  funds  at  a  lower  rate.   Interest  rate  swaps  can  also  help  an  institution  holding 
a  long-term  bond  to  protect  asset  value  though  a  period  of  expected  interest  rate 
turbulence.  The  institution  can  enter  into  a  swap  where  it  makes  fixed  rate  payments  in 
return  for  receiving  floating  rate  payments  during  that  period,  therefore  alleviating  the 
need  for  the  institution  to  sell  the  bond  outright. 

McDonaUa  Corporation  utea  financial  derivatlvet,  primarily  twapt,  frequently  to  manage 
rislct  and  to  obtain  lower  coatt  of  funding  for  them  and  their  franchitet.   At  a  global 
company  with  over  13,000  rettaurantt  operating  in  66  companies,  McDonakJt  hat 
financing  needt  which  carry  muHipie  risl(t  in  the  interett  rate  and  foreign  exchange 
(currency)  arenat.   it  managet  these  risk  continuously  and,  aa  a  reautt,  haa  become  a 
frequent  end-user  of  financial  derivative  producta. 

McDonaklt  utea  Interest  rate  twapt  to  manage  Ha  debt  portfolio,  which  aa  a  general  rule 
consittt  prinrtariiy  of  long-term,  fixed-rate  debt  (fixed-rate  debt  ia  uted  to  lock  In 
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occupancy  costs.)  Using  intsrsst  rats  swaps,  McDonalds  changss  ths  mix  of  flxsd  and 
floating  rats  dsirt  to  position  tt>s  company  for  an  sxpsctsd  cliangs  In  Intarsst  rats  Isvsls. 
A  fixsd-for-floating  rats  swap  sntsrsd  into  in  1993  savsd  ths  intsrsst  cost  on  a  bond  by  an 
avsrags  of  ovsr  200  basis  points  on  $100  million.  Simitar  Intsrsst  rats  swaps  wsrs  sntsrsd 
Into  by  IMcOonalds  in  Ssptsmbsr  1992.  McDonalds  fsit  that  U.K.  Intsrsst  ratss  wsrs  going 
to  bs  dscllning  so  sntsrsd  Into  four  swap  tranaactlons  In  which  K  swappsd  60  million  of 
flxsd-rats  pound  sterling  llabilHIss  Into  floating  rats  liabilitiss.  Ths  flxsd  ratss  McDonalda 
la  now  rscsMng  averags  mors  than  2%  abovs  ths  flosting  ratss  M  Is  paying.  Thsrsfors, 
ths  swsp  Is  currsntty  worth  about  $9  million  dollars  to  McDonalds  sines  Intsrsst  ratss  hsvs 
dsclinsd. 

McDonalds  usss  currsncy  swaps  to  crssts  forsign  cursncy  liabilitiss  snd  cash  outflows 
which  match  asssts  and  cash  Inflows  In  thoss  currsnciss.   Cunrsrtclss  rscslvsd  in  swsp 
transactions  of  McDonslds  srs  oflsn  Isnt  to  forsign  subsidiariss  ss  s  sourcs  of  flnsncing 
to  thsm.  Ths  swap  marfcst  Is  oftsn  ths  only  sourcs  of  long-tsrm  flxsd-rsts  forsign  currsncy 
for  csrtain  of  their  International  marliets,  whoss  borrowing  needs  srs  too  smsli  to  bs 
funded  through  the  cspital  msricsts.   Foreign  l>snk  llnss  srs  typically  availabis,  but  ars 
gsnerally  more  expensive  than  borrowing  In  the  capital  ntartcets,  snd  sntsring  imo  a  swap, 
by  150  basis  points.   During  1992  and  ths  first  6  months  of  1993,  McDonalds  saved 
spproximately  $1.9  to  $3.8  million  in  Interest  payments  by  using  swaps. 

McDonalds  periodically  buys  snd  sells  foreign  exchartge  and  other  options.  In  1992, 
McDonalds  used  equity  put  options  which  lowered  the  cost  of  their  common  stocit 
repurchase  program.   They  sold  s  put  option  to  another  party  which  allowed  the  party  to 
sell  its  shares  to  McDonalds  (or  $47/share.   McDonalds  received  a  premium  (or  selling  ths 
put  option.   McDonalds  stock  subsequently  rose  to  a  price  over  $47/thare,  and  the  party 
dM  not  exercise  the  option.   The  cost  to  McOonakls  of  ths  sntirs  stock  repurchase 
program  was  reduced  by  the  smount  of  premium  K  received  from  the  option. 

In  a  speech  regarding  its  derivative  activities,"  the  Treasurer  of  McDonalds  stated 
that  he  thinks  "banks  can  capitalize  on  a  vast  opportunity  by  delivering  more  of  these 
flexible  [derivative]  instruments  to  small  and  medium  size  businesses  so  that 
entrepreneurs  can  reduce  their  fmancial  costs  and  risks.   Caps  on  floating  rate  loans  and 
attractive  fixed  rates  would  be  the  primary  vehicles." 


(5)       Insurance  Companies 

Insurance  companies  act  as  both  end-users  and  dealers.*'   Insurance  companies 
use  swaps  and  other  derivatives  to  manage  the  interest  rate  exposure  and  embedded 
options  associated  with  specific  insurance  products,  such  as  single  premium  deferred 
annuities.  Universal  Life,  and  Guaranteed  Investment  Contracts  (GICs).   Insurance 
companies  regulated  primarily  at  the  state  level.  The  National  Association  of  Insurance 
Commissioners  (NAIC)  has  drafted  a  model  insurance  regulation  which  includes  the 
issue  of  derivatives.   Under  the  model  regulation,  insurers'  participation  in  derivatives 
would  be  limited  to  hedging,  limited  income  generation,  and  the  sale  of  covered  call 
options.*' 


"  InleroatiOfMl  Swapc  iml  Deriviiivcs  Asiociilion,  SumnKr  Conference,  July  28,  1993. 

**  Two  incuraoce  companies  *ct  u  dealcn,  nunely  AIG  and  General  Re. 

**  See,  the  Nalioaal  Asuciaiioa  of  Insurance  CommiBionefS,  *NAIC  Draft  Invemnenu  of  Insurer!  Model  An,*  Sectioas  23  and  4i: 
Derivative  Transactions,  NAIC  Washington,  DC,  September  1993. 

61 


643 


(6)       Farmers 

Fanners  have  used  derivative  products  for  years  to  lock  in  prices  for  their  crops 
or  to  establish  a  minimum  price  they  will  receive  for  their  crops  at  a  future  date. 

Farmers  use  futures  on  commodities  in  order  to  lock  in  a  specific  price  on  a  crop 
they  are  planning  to  sell  in  the  future.'" 

For  Mample,  K  a  wheat  farmar  la  planning  to  sell  hia  wheat  into  the  market  in  nine 
months,  he  may  v^ah  to  aell  a  future  in  order  to  lock  In  a  price  that  he  will  receive  for  hia 
wheat  in  nine  month*.   For  example,  a  wheat  farmer  may  tell  a  future  which  obligates 
another  party  to  buy  40,000  bushels  of  wheat  at  $3/bushei  ($120,000).   If  the  market  price 
of  wtieat  ia  only  $2/bushel  In  nine  months,  the  famter  benefita  by  Instead  receiving 
$3/bushel  ($120,000)  due  to  the  future.   (Or  the  other  party  can  choose  not  to  take 
physical  delivery  of  the  wheat  and  instead  settle  the  trade  in  cash  by  paying  the  fanner 
$i/bu8hel  ($40,000),  and  the  farmer  coukl  subsequently  sell  his  wheat  in  the  market  for 
$2/bu8hel  ($80,000),  for  a  total  receipt  to  the  farmer  of  $120,000.)   If  the  market  price  of 
wheat  is  $4/bushel  In  nine  months,  the  farmer  does  not  benefit,  as  he  only  receives 
$3/bu8hel  ($120,000)  due  to  the  future  when  he  coukl  have  received  $4/bushel  ($160,000) 
if  he  had  not  entered  into  the  future.   (Or  the  other  party  can  choose  not  Uke  physical 
delivery  of  the  wheat  and  the  farmer  can  instead  settle  the  trade  in  cash  by  paying  to  the 
other  party  an  amount  equal  to  $1/bushel  ($40,000),  and  subsequently  sell  his  wheat  in 
the  market  for  $4/bu8hel  ($160,000),  for  a  total  receipt  to  the  farmer  of  $120,000.)  The 
receipt  of  $120,000  is,  in  both  cases,  increased  by  the  amount  of  money  the  farmer 
received  from  the  sale  of  the  future. 

Farmers  use  options  on  commodities  in  order  to  establish  a  minimum  price  they 
will  receive  for  their  crops  they  are  planning  to  sell  in  the  future.'^ 

For  example,  if  a  wheat  farmer  Is  planning  to  sell  his  wheat  Into  the  market  In  nine 
months,  he  nuy  wish  to  hedge  against  a  drop  in  wheat  prices  by  buying  a  put  option  in 
order  to  guarantee  that  he  will  receive  at  least  a  certain  price  for  his  wheat  in  nine  months. 
Unlike  In  a  futures  contract,  the  farmer  will  still  be  able  to  enjoy  a  rise  in  wheat  prices.  For 
example,  a  wheat  farmer  may  buy  a  put  option  which  allows  him  to  sell,  and  obligates  the 
other  party  to  buy,  40,000  bushels  of  wheat  at  $3/bu8hei  if  the  farmer  exercise*  his  option. 
The  farmer  will  only  exercise  his  option  If  the  price  of  wheat  is  below  $3/bushel  In  nine 
months.   If  the  maritet  price  of  wheat  Is  only  $2/bushel  in  nine  months,  the  farmer  will 
exercise  his  option  and  sell  wheat  to  the  other  party  for  $3/bushei  ($120,000),  Instead  of 
$2/bu8hel  ($60,000).   (Or  the  other  party  can  choose  not  take  physical  delivery  of  the 
wheat  and  Instead  settle  the  trade  in  cash  by  paying  the  farmer  $1/bushel  ($40,000),  and 
the  farmer  woukl  subsequerrtly  sell  his  wheat  in  the  market  for  $2/bushel  ($80,000)  for  a 
total  receipt  to  the  farmer  of  $120,000.)   If  the  market  price  of  wheat  is  $4/bushel  in  nine 
months,  the  farmer  vvill  nsi  exercise  his  option  and  will  Instead  sell  his  wheat  in  the 
maritetplace  for  $4/bu8hel  ($160,000).   The  receipt  of  $160,000  Is  decreased  by  the 
amount  of  money  the  farmer  had  to  pay  for  the  put  option. 

Farmers,  such  as  those  involved  in  sophisticated  agri-businesses,  at  times  could 
use  derivatives  to  speculate,  as  there  appears  to  be  a  fine  line  between  hedging  and 


'•  A  commodity  future  is  an  agreement  to  buy  or  sell  a  specine  amount  of  a  commodity  at  a  particuUr  price  on  a  specified  future 
date. 

"  A  commodity  optica  is  an  agreement  which  gives  the  buyer  of  the  option  the  right,  but  not  the  obligation,  to  buy  or  sell  a 
specific  amount  of  commodity  at  a  specific  price.  The  seller  of  the  option  is  obligated  to  buy  or  seU  the  commodity. 
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speculating  in  such  commodity  markets. 


(7)       MunidpaUtfes 

Municipalities  use  derivatives  for  many  of  the  same  reasons  as  other  end-users, 
such  as  to: 

>■  hedge  interest  rate  and  currency  risk  arising  from  debt  issuance; 

►  diversify  sources  of  funding;  and 

►  achieve  a  lower  cost  of  funding. 

Municipalities  primarily  use  interest  rate  and  currency  derivatives,  although  some 
have  also  begun  to  use  commodity  derivatives  to  manage  oil  price  risk. 

For  example,  munlclpalKle*  Including  Atlanta,  Boston,  San  Francisco,  Washington,  DC  and 
Delaware  began  using  derivatives  In  1991  to  lock  In  or  cap  fuel  costs  as  a  way  of 
controlling  their  energy  costs. 

In  particular,  the  Metropolitan  Atlanta  Rapid  Transit  Authortty  (MARTA)  entered  Into  a  ons- 
year  commodity  swap  In  May  1991  to  lock  In  a  fuel  price  for  Its  budget  The  swap 
contract  guaranteed  MARTA  a  pdce  of  53.3  cents  per  gallon  for  No.  2  heating  oil  on  nine 
million  gallons  of  oil  purchased  during  the  1991-92  fiscal  year.  The  transaction  la 
estlnuted  to  have  saved  MARTA  more  than  $1.S  million  over  actual  nrurket  prices.^ 

Another  example  involves  the  use  of  derivatives  by  the  Illinois  Educational 
Facilities  Authority  on  behalf  of  Loyola  University  of  Chicago." 

|n  June  1993,  the  Illinois  Educational  FacilKies  Authority  (the  Authority)'*  Issued  $75 
million  of  tax-exempt  debt  on  behaH  of  Loyola  University  of  Chicago.  The  proceeds  from 
the  tx>nd  issue,  underwritten  by  Morgan  Stanley,  were  used  to  lower  Interest  costs  of  the 
University  through  sn  advance  refunding  of  previously  Issued  tax-exempt  bonds.  This 
transaction  vnt  notable  tor  its  use  of  derivative  products,  specifically  $44  million  of 
Auction  Rate  Notes  (ARNs)/Yleld  Curve  Notes  (YCNs)  as  well  aa  two  maturities  of 
Structured  Yield  Curve  Notes  (SYCNs)  that  totaled  $14  million.  These  derivative  producto 
enabled  the  University  to  achieve  Interest  savings  of  10  to  20  basis  points  In  comparison 
to  a  more  traditional  current  coupon  bond.  This  translated  Into  approximately  $1  million  in 
present  value  savings  for  the  University  ($S7,000  In  annual  savings  over  the  life  of  the 
twnd  issue).   The  following  outlines  the  derivative  producta  used  in  the  transaction. 

ARNs/YCNs  are  derivative  securities  developed  to  meet  Investor  demand  for  a  tax-«xempt 
securfty  that  produces  additional  Income  when  short-term  interest  rates  are  low.  The 
result  of  the  derivative  structure  is  that  the  borrower  pays  a  fixed  rate  on  the  total  amount 
of  ARNs  and  YCNs  that  Is  lower  than  the  rate  H  wouM  pay  with  a  conventional  fbied  rate 


'*  Group  of  Thirty  Report.  Dtrivilives:  Praciicet  «n<)  Pnnciplet.  Wathinpon,  DC,  July  1993. 

"  Source:  Mortin  Sunley  A  Co.  Incorponied. 

"  The  Authority  wts  created  by  the  Sute  of  Illinois  to  help  privite  and  not-for-profit  higher  education  institutiona  in  Ulinoia 
rmance  the  coostiuctioa  of  educatioa  radlitica. 
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bond  iMued/' 

SYCNt^  are  •imiiar  to  ARN»/YCN«  in  that  tha  bofrowar  pay*  a  n«l  ftxad  rata  that  ia  k>war 
than  tha  Interest  rate  It  could  achieve  with  a  conventional  fixed  rata  Isaua.  With  SYCNa, 
the  laauar  pays  a  below-market  long-tenn  fixed  rate  for  tha  life  of  the  laaua.  To  achieve 
the  beiow^marfcet  rate,  the  lasuer  enters  Into  an  Interest  rate  swap  agreement  for  a  portion 
of  the  long-tenn  debt  obligation,  4  yeara  and  5  yeara  in  the  case  of  the  llllnoia  Educational 
FacilKles  Ai/thodty.   During  this  Initial  'structured'  period,  the  borrower  makes  payments  to 
investors  according  to  a  Structured  Coupon  formula.^  Under  the  swap  agreement,  the 
borrower  receives  payments  exactly  equal  to  the  Structured  Coupon  obligation  from  Ita 
swap  dealer,   in  return,  the  issuer  pays  its  swap  counterparty  the  below^market  long-term 
fixed  interest  rate.  Upon  expiration  of  the  swap,  tha  Investor  receives  the  fteed-rate 
(previously  received  by  the  swap  dealer)  in  place  of  the  Structured  Coupon.  For  tax 
reasons,  the  issuer  must  make  interest  rate  payments  to  the  Investor  throughout  the  life  of 
the  bond  issue. 

Two  varieties  of  SYCNs  were  structured  by  Morgan  Stanley  for  the  Authority's  Issue:  $4 
million  'Embedded  Caps'  and  $10  million  'Leveraged  Embedded  Caps.'  These  SYCN 
products  provided  a  slightly  below-marfcet  current  return  with  the  possibility  of  dramatically 
increased  current  returns  for  investora  If  short-term  rates  exceed  the  strike  price  on  tha 
embedded  caps  during  the  initial  structured  period.   The  return  generated  by  the  leveraged 
embedded  cap  increases  at  a  multiple  of  the  increase  in  short-term  rates  above  the  strike 
price  of  the  cap.  As  a  result  of  the  potential  higher  returns  offered  by  these  products, 
investora  were  willing  to  accept  lower  current  yields.'* 


(8)       Institutional  Investors/Investment  Companies  including  Mutual  Funds 

Institutional  investors  and  investment  companies  use  derivatives  to: 

>■  hedge  declines  in  portfolio  values  by  managing  interest  rate,  currency, 
and  other  risks.   (According  to  the  Investment  Company  Institute, 
hedging  is  the  most  common  usage); 

►  enhance  yields; 

*■  diversify  exposure  to  individual  debt  and  equities;  and 

►  express  investment  viewpoints  not  easily  made  in  conventional 
instruments. 


"  With  ARNs/YCNt,  a  iraditioiul  fixed  ntc  bond  is  issued  in  mo  pieces.   AR.Nt  ire  a  floating  rate  secunty,  whose  return 
increases  as  short  term  rates  rise.   TCNs  are  an  itiverse  floating  rate  security  whose  return  increases  as  short  term  rates  fall.   Because 
AR.Ns/YCNs  are  maiteted  toward  investors  who  have  specific  views  regarding  the  directioa  of  short-term  interest  rates,  they  provide  a 
more  efficient  finaocing  optioo  for  issuers  as  well  *t  an  attractive  investment  vehicle  for  money  managers. 

"  Introduced  in  1991  by  Morgan  Stanley  &  Co.  Incorporated. 

"  The  Structured  Coupon  is  designed  to  appeal  to  an  investor  with  a  specific  view  on  the  direction  of  interest  rates. 

'*  Another  essential  factor  in  achieving  savings  with  SYCNs  is  the  interest  rate  swap.  This  hedge,  however,  exposes  the  issuer  to 
the  possibility  that  the  swap  dealer  could  default  on  its  Structured  Coupon  obligation.  Because  of  this  credit  risk,  swap  agreemenu  for 
SYCNs  are  often  limited  to  short  periods  and  are  only  entered  into  with  well  capitalized  and  highly  rated  swap  dealers.  It  should  also 
be  noted  that  the  notional,  or  principal,  of  the  interest  rate  swap  is  not  at  nsk.  The  credit  exposure  arising  from  an  interest  rate  swap 
is  equal  to  the  additional  cost  the  issuer  might  incur  if  it  must  replace  the  swap  counterparty  in  a  market  environment  where  the  issuer 
must  pay  a  higher  fued  rate  to  receive  the  Structured  Coupon  Rate. 
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"Investment  companies"  are  those  who  are  specially  registered  with  the  SEC  to 
invest  the  pooled  funds  of  small  investors  in  securities  appropriate  for  its  stated  purpose. 
A  mutual  fund  is  a  type  of  investment  company  which  has  a  floating  number  of  out- 
standing shares  and  stands  prepared  to  sell  or  redeem  the  shares  at  their  net  asset  value. 
Investment  companies  are  covered  under  the  Investment  Company  Act  of  1940. 
"Institutional  investors"  is  a  term  used  for  a  broad  category  of  investors,  including 
investment  companies  and  investors  not  regulated  by  the  SEC,  such  as  insurance 
company  funds,  retirement  funds,  and  hedge  funds. 

AU  investment  companies  must  mark  their  derivative  positions  to  market  daily, 
regardless  of  whether  the  derivative  is  used  for  hedging  or  speculating. 

Most  large  mutual  funds  have  changed  their  prospectuses  to  allow  use  of  currency 
contracts  and  oUier  derivatives.   Mutual  funds  use  derivatives  along  with  traditional 
financial  instruments  to  better  eliminate  the  risks  they  do  not  want  while  incurring  the 
risks  they  do  want.   For  example,  opportunities  for  traditional  stock  funds  are  no  longer 
restricted  by  national  boundaries  now  that  mutual  funds  can  hedge  currency  risks. 

An  eumpl*  of  •  mutual  fund  wtilch  uMt  darlvatlv**  Is  ttM  $8  billion  J«nu«  Fund.'*  In 
1992,  ttw  Janus  Fund  was  abl«  to  protect  Ha  largest  Investment.  90,000  shares  of  the 
Swiss  Drug  manufacturer  Roche  Holding  AG  from  a  drop  In  the  Swiss  frarK.  The  fund 
entered  into  a  derivative  contract  wtiich  loclted  in  an  excltange  rate.  The  exchange  rate  of 
the  Swiss  franc  subsequently  fell  1S.2%,  the  Janus  fund  saved  about  i26  million  by 
entering  Into  the  derivative  contract 

Pension  funds  have  also  encouraged  their  "stock  pickers"  to  use  derivatives  to  curb 
their  currency  and  other  market  risks. 

For  example,  pension  funds  at  such  organizatlorts  as  Shed  (XI,  Dayton  Hudson,  General 
Motors,  Los  Angeles  County,  IBM,  and  Monsanto  use  derivatives. 

Derivatives  such  as  swaps  offer  investors  new  opportunities  to  actively  manage 
portfolios.   As  with  futures  and  options,  swaps  provide  a  means  of  limiting  an  investor's 
exposure  to  an  increase/decrease  in  rates  and  changing  relative  values  among  different 
sectors. 

For  example,  swaps  can  be  used  to  rebalance  portfolios  wHttout  tradirtg  bor>ds.  Take  a 
fixed  income  Investor  wfio  Is  restricted  from  liquidating  assets  to  effect  a  redeployment  to 
a  more  attractive  sector  of  ttte  yield  curve.   The  Investor  Is  limited  to  investing  in  short- 
term  Instruments  (In  which  R  receives  UBOR  ■*-  25  twsis  points)  and  believes  H  would  be 
opportunistic  to  lengthen  duration  to  \»k»  advantage  of  relative  value  opportunities. 
Therefore,  the  Investor  would  enter  Into  a  swap  in  which  K  pays  UBOR  and  receives  5- 
year  U.S.  Treasury  *  M  basis  points.  The  result  is  that  tfte  Investor  continues  to  hold 
short-term  Instruments  but  has  rebalance  his  posKlon  to  synthetically  hold  higher-yielding 
intermediates  (S-year  U.S.  Treasury  s  M  basis  points.) 

Interest  rate  swaps  can  also  help  an  institutional  investor  holding  a  long-term 
bond  to  protect  asset  value  though  a  period  of  expected  interest  rate  turbulence.  The 
investor  can  enter  into  a  swap  where  it  makes  fixed  rate  payments  in  return  for  receiving 


"  For  more  infonnitioo,  %et  Gtmaito,  BartMn  DooneUy,  tod  Torres,  Ci«i|,  "Umbj  Amerkani  Run  Hiddea  Fuuadil  RiU  From 
•Derivitive*'.'  W«ll  Street  Journal.  Auguo  10,  1991 
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floating  rate  payments  during  that  period,  therefore  alleviating  the  need  for  the  investor 
to  sell  the  bond  outright. 

Institutional  investors  use  financial  futures  (obligation  to  buy  or  sell  a  particular 
basket  of  instruments  at  a  specific  price  in  the  future)  as  an  asset  allocation  tool. 
Futures  allow  investors  to  shift  the  fixed-income,  currency,  and  equity  portions  of  their 
portfolios  without  having  to  incur  the  costs  of  transacting  in  the  cash  markets.   Pension 
and  other  types  of  benefits  managers  may  hedge  a  fixed  future  liability  by  selling  futures 
or  hedge  an  expected  receipt  by  buying  futures. 

Institutional  investors  use  swaps  to  benefit  from  an  investment  in  or  exposure  to 
foreign  debt  or  equity  markets  without  incurring  foreign  exchange  risk.  A  Japanese 
investor,  for  example,  may  wish  to  earn  a  return  on  the  U.S.  S&P  500  Stock  Index  but 
wish  to  be  paid  in  yen.   Therefore,  the  investor  may  enter  into  a  swap  which  allows  him 
to  be  paid  in  yen  at  a  predetermined  exchange  rate.  (The  investor  may  swap  the 
payments  it  receives  on  the  S&P  in  U.S.S  for  payments  in  Japanese  yen  at  a  specific 
exchange  rate.) 

Institutional  investors  may  enhance  the  yield  on  their  portfolio  by  purchasing  a 
security  and  neutralizing  an  undesirable  feature  of  the  security  with  a  suitable  derivative 
transaction.   Investors  may  further  enhance  their  yields  and  reduce  their  risks  by 
investing  in  customized  "structured  securities"  which  are  the  equivalent  to  combinations 
of  derivatives  and  traditional  credit  extension  instruments,  such  as  bonds.   By  entering 
into  such  a  contract,  an  investor  can  create  a  new  security  with  enhanced,  and  more 
desirable,  f)erformance  features.   For  example,  an  institutional  investor  may  like  the  high 
credit  rating  associated  with  a  particular  security,  but  not  the  fixed  coupon  rate.   In  this 
case,  the  investor  would  enter  into  a  swap  with  a  bank  whereby  the  bank  commits  to  pay 
a  fixed  rate  on  a  notional  amount  (which  will  equal  the  principal  amount  of  the 
securities  purchased  by  the  investor)  and  the  investor  commits  to  pay  a  floating  rate 
(based  on  the  coupon  payment  of  the  securities).  Thus  a  synthetic  security  is  created 
through  the  use  of  a  swap.   Synthetic  securities,  in  practice,  are  most  commonly  used  to 
CTeate  a  floating-rate  asset  from  a  fixed-rate  asset. 

Structured  securities  exhibit  risk/return  characteristics  similar  to  plain  derivatives. 
Most  are  sold  to  sophisticated  investors  capable  of  analyzing  their  risk/return,  leverage, 
and  liquidity  characteristics.   Institutional  investors  typically  operate  within  a  set  of 
investment  guidelines,  with  regulatory  supervision  for  some  institutional  investors. 

Investors  can  also  limit  their  exposure  to  specific  debt  and  equity  instruments  by 
using  derivatives.   Equity  index  futures  (the  right  to  buy  or  sell  a  specific  amount  of 
equity  instruments  at  a  specific  price  tied  to  an  index)  can  be  used  to  adjust  a  portfolio's 
exposure  to  the  stock  market.  An  equity  swap  which  involves  the  exchange  of  a  fixed 
income  return  for  an  equity  return  allows  an  investor  to  earn  equity  returns  when  the 
investor  deems  them  promising,  but  to  earn  equity  returns  without  the  transaction  costs 
of  liquidating  an  existing  bond  position  or  building  an  outright  equity  position.  The 
investor  also  avoids  the  complications  of  transacting  in  unfamiliar  local  markets  and 
choosing  individual  stocks  when  a  stock  index  will  suffice.   Equity  swaps,  as  with  all 
swaps,  may  be  enhanced  by  options  features  customized  to  the  interests  of  the  investor. 
A  counterparty  on  the  other  side  of  the  equity  swap  may  wish  to  change  the  equity  base 
on  which  it  earns  returns  or  change  its  base  to  a  non-equity  base,  such  as  a  stable  and 
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predictable  bond,  for  a  specified  period  of  time  to  achieve  particular  business  objectives. 

An  equity  swap  may  also  involve  the  exchange  of  one  equity  return  for  another 
equity  return,  thus  allowing  an  institutional  investor  to  exchange  one  market  risk  for 
another  market  risk.  (For  example,  an  investor  may  pay  a  swap  dealer  or  other 
counterparty  a  fixed  sum  based  on  the  S&P  index,  and  the  dealer  or  other  counterparty 
may  pay  the  investor  a  fixed  sum  based  on  the  DAX  index  (a  German  securities  index).) 

Regulation  and  Suitability  of  Instimtional  Investors:*"   Some  have  expressed 
concern  as  to  the  suitability  of  mutual  and  other  investment  funds  to  invest  in  structured 
securities  and  otherwise  use  derivatives.  Typically,  funds  use  derivatives  to  hedge  risks. 
For  institutional  investors  covered  under  the  Investment  Company  Act,  namely 
investment  companies,  there  exist  restrirtions  on  activities  and  disclosure  requirements. 
Section  18  of  the  Investment  Company  Act  restricts  investment  companies'  ability  to 
issue  senior  securities  (debt  or  preferred  stock).   Investment  in  certain  types  of  securities, 
such  as  an  investment  created  by  selling  a  call  (a  type  of  derivative),  may  create  what  is 
considered  a  senior  security  obligation  and  would  therefore  be  prohibited  if  the  call 
position  were  uncovered.   By  selling  (writing)  an  uncovered  call  in  stocks,  for  example, 
the  investment  company  would  be  obligated  to  deliver  stocks  it  does  not  yet  own  to 
another  party  at  a  future  date,  therefore  creating  an  obligation  for  the  investment 
company.   If  the  obligation  were  covered  by  the  underlying  asset  or  other  eligible  asset 
placed  in  a  segregated  account,  however,  it  would  not  be  prohibited.  The  requirement 
that  such  positions  be  covered  limits  derivative  activities  of  investment  companies. 
Money  market  funds  are  particularly  limited  in  their  activities  and  generally  would  not 
be  involved  in  derivatives. 

If  an  investment  company  is  to  be  allowed  to  pass  income  to  investors  on  which  it 
does  not  pay  taxes,  a  Sertion  of  the  IRS  code  limits  investment  companies  from  having 
more  than  30%  of  its  gross  income  generated  from  options,  forwards,  and  futures  held 
for  less  than  3  months.  This  could  also  limit  certain  derivative  activities  of  an  investment 
company.*' 

The  SEC,  under  the  Investment  Company  Act,  also  requires  investment 
companies  to  disclose  the  types  of  securities  in  which  it  invests,  the  instruments  it  uses, 
and  the  risks  associated  with  such  activities.  Therefore,  the  use  of  derivatives  should  be 
discussed  where  appropriate  in  such  disclosures.   Any  material  use  of  derivatives  by  an 
investment  company  should  be  disclosed  under  the  current  disclosure  requirements. 
Investment  advisors  who  do  not  properly  disclose  such  activities  are  liable  under  the  anti- 
fraud  provisions  of  the  securities  laws  for  material  non-disclosure.   Investment  advisors 
who  are  covered  under  the  Investment  Company  Art  are  also  subjert  to  National 
Association  of  Securities  Dealers  (NASD)  regulations  regarding,  among  other  things, 
suitability  and  know-your-customer  rules. 

There  appears  to  be  no  dirert  danger  posed  to  banks  by  the  derivative  artivities 
of  their  mutual  fund  affiliates,  as  restrictions  on  transartions  between  affiliates  are  set 


**  The  itsve  of  suiubility  will  be  ditcuued  is  Scctioa  C:  SuttabOitj.  See  also  Question  #IS  poccd  to  the  reguUton  by 
Represenutive  Leacb. 

"  IRS  Code  i8Sl(bX3). 
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forth  in  Section  17  of  the  Investment  Company  Act  and  in  Sertions  23A  and  23B  of  the 
Federal  Reserve  Act. 


(9)       Speculators" 

The  term  "speculator"  is  generally  used  to  refer  to  a  participant  in  a  market  who 
is  willing  to  take  a  view  on  the  direction  the  market  is  heading,  by  establishing  an  open 
position  to  profit  from  market  movements  in  a  particular  direction,  rather  than  seeking 
to  offset  an  exposure  in  another  market.   Speculators  hope  to  profit  by  accepting  the  risk 
that  stems  from  taking  outright,  unmatched  positions  in  anticipation  of  price  or  rate 
movements.  These  are  the  risks  which  offer  the  opportunity  for  the  largest  gains  as  well 
as  the  possibility  of  commensurate  losses. 

For  example,  traders  and  investors  can  use  currency  products,  such  as  futures  and 
options,  to  bet  on  currency  rates.   Speculators  may  use  futures,  including  interest  rate 
futures,  equity  futures,  and  commodity  futures,  to  make  bets  on  changes  in  future  prices 
in  those  markets  by  having  uncovered  long  or  short  positions,  combinations  of  long  and 
short  positions,  combinations  of  various  maturities,  or  cash  and  futures  positions. 
Speculators  may  profit  from  uneven  shifts  in  the  yield  curve,  fluctuations  in  exchange 
rates,  or  changes  in  interest  rate  differentials. 

Institutions  who  speculate  in  options,  primarily  exchange-traded  options,  seek  to 
profit  from  changes  in  the  price  of  the  underlying  asset.*'  If  an  institution  believes  that 
the  price  of  the  underlying  asset  will  increase,  it  will  buy  a  call  option.   As  the  price  of 
the  underlying  asset  increases  over  the  strike  price,  the  institution  will  profit  if  it 
exercises  the  option.  Conversely,  the  institution  can  take  advantage  of  an  expected  price 
decline  in  an  underlying  asset  by  buying  a  put  option.  Accordingly,  as  the  market  price 
of  the  underlying  asset  decreases  below  the  strike  price,  the  institution  can  "put  it  back" 
to  the  seller  at  a  price  higher  than  the  market  price  by  exercising  the  option. 

There  is  a  general  consensus  among  most  market  participants  and  regulators  that 
the  existence  of  individuals,  groups  or  companies  who  take  large,  unmatched  positions  is 
a  fundamental  part  of  all  capital  markets  activities,  providing  liquidity,  balance  and 
reliable  pricing  to  the  marketplace  and  to  those  who  wish  to  use  the  derivative  markets 
for  risk  management  purposes.  According  to  a  report  issued  by  the  Federal  Reserve 
Bank  of  Kansas  City,     "because  speculators  deliberately  assume  additional  market  risk, 
some  observers  have  expressed  concerns  that  the  actions  of  speculators  might  increase 
volatility  in  financial  markets  or  might  raise  the  level  of  credit  risk  in  the  market.   In 
some  circumstances,  though,  speculators  may  reduce  volatility  by  providing  an  increased 
supply  of  counterparties  and  thus  increasing  the  liquidity  of  certain  contracts.  And  to 
help  control  credit  risk,  derivative  exchanges  frequently  require  speculators  to  post 
higher  margins  that  other  investors." 


"  Sec  also  Question  #23  posed  to  the  regulaton  by  Representative  Leach  and  Questioa  #3  poaed  to  the  SEC  and  ihe  CFTC  by 
Representative  Leach. 

**  According  to  industiy  practitionere,  OTC  options  are  rarely  used  for  speculatioa  as  they  are  customized  pr«xlucts  and 
instruments  better  suited  for  speculation  enst. 

**  Heinecke,  Kenneth,  'Are  Derivatives  Too  Risky  for  Banks?'  Econofnic  Review,  Federal  Reserve  Bank  of  Kansas  Gly,  Third 
Quarter,  1993. 
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According  to  certain  market  participants  and  regulators,  speculators  absorb  risks 
that  other  market  participants,  including  depository  institutions,  desire  to  transfer.  The 
sheer  size  and  activity  of  the  derivative  markets  for  the  most  popular  and  widely  used 
derivative  instruments  make  it  unlikely  that  an  individual  or  institution,  or  even  a  group 
of  speculators  in  collusion,  would  be  able  to  manipulate  the  market  for  personal  gain. 
Even  in  the  short  term,  any  attempt  by  any  market  participant  or  participants  to  move 
prices  of  exchange-traded  instruments  would  be  immediately  identified  as  a  market 
inefficiency.   Market  manipulation  in  the  futures  and  options  market  is  activity  which  is 
strictly  prohibited  by  law.  In  resfwnse  to  the  possibility  of  market  manipulation,  the 
CFTC  and  the  futures  exchanges  have  developed  an  extensive  regulatory  framework  to 
guard  against  such  an  event 

The  CFTC  regulates  speculators  by,  among  other  things,  imposing  margin 
requirements  and  trading  limits.   Speculators,  as  all  others,  must  post  margin  on  all 
futures  transactions  and  on  the  sell  side  of  an  options  transaction.  Certain  trading  limits 
are  set  for  traders,  including  federal  limits  on  derivative  products  based  on  wheat,  com, 
soy  bean  products,  cotton,  and  oats.  Trading  limits  on  other  products  are  set  by 
individual  exchanges,  upon  requirement  from  the  CFTC.   Certain  exceptions  have  been 
made  for  hedgers.   Certain  exchanges  have  been  allowed  to  substitute  absolute  limits 
with  what  is  referred  to  as  "position  accountability"  in  which  the  exchange  may  contact 
the  trader  to  insure  that  the  trader  is  qualified  to  take  such  a  position. 

Speculation  can  take  place  in  certain  financial  institutions,  investment  banks, 
corporations,  and  firms  who  specialize  in  investing  and  speculation.   For  example,  much 
attention  by  House  Banking  Committee  Chairman  Henry  Gonzalez  has  been  given  to  a 
an  investor  named  George  Soros.   Mr.  Soros  controls  a  number  of  financial  companies, 
including  the  Quantum  Fund,  that,  among  other  things,  invests  and  trades  in  foreign 
exchange,  stocks,  and  bonds.  The  mere  size  of  activity  and  profits  of  the  Soros  funds  has 
drawn  attention  to  Mr.  Soros  and  has  raised  questions  as  to  whether  or  not  Mr.  Soros  is 
able  to  "move  markets"."  In  particular.  Chairman  Gonzalez  stated  that  he  would  ask  the 
FED  and  the  SEC  "to  review  Mr.  Soros'  impact  on  the  foreign  exchange  market  to 
determine  if  it  is  possible  for  an  individual  actor  to  manipulate  it."  There  is  interest  in 
the  activities  of  Mr.  Soros  by  Banking  Committee  Members  on  both  sides  of  the  aisle." 

In  September  1993,  the  GAO  issued  a  report  entitled  International  Finance: 
Recent  Developments  in  Foreign  Exchange  Markets."  The  GAO  conducted  the  study  at 
the  request  of  Ranking  Member  Leach  who  stated:'*  "In  my  request  to  the  GAO,  I 
expressed  concern  over  the  efficacy  of  govenunental  intervention  in  the  foreign  exchange 
markets,  especially  since  it  is  public  funds  at  risk  when  central  bankers  and  treasuries 
buy  and  sell  currencies.  In  addition,  it  was  uncertain  to  me  the  role  speculators  played 
in  precipitating  the  European  Currency  Crisis  and  whether  the  currency  markets  were 


"  See  alto  Weia,  Guy,  Sdures,  Gail;  Smith.  Gcri;  Dwycr,  Pauli;  Sandler,  Nc*l:  and  Pannar,  Karen,  The  Man  Who  Move* 
Maxtett'  Buainea  Week.  Au(ust  23,  1993. 

"  T^  Memben  o(  the  Comminec  are  opiimictic  thai  Mr.  Soroa  will  testify  before  it  in  the  near  future. 

"  GAO/GGD-93-IS4  waf  written  at  the  request  of  Represenutivc  iijo  Leach.  Ranking  Minority  Member  of  the  Committee  on 
Bankinf,  Finance  and  Urban  AfTain. 

**  See  the  October  14,  1993  Coopcanooal  Record. 
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becoming  less  stable  and  thus  posed  a  threat  to  the  international  financial  system.  As 
evidenced  in  last  year's  European  Exchange  Rate  Mechanism  (ERM)  crisis,  when  foreign 
governments,  a  la  the  British,  put  pride  above  market  forces,  private  sector  money 
managers,  a  la  George  Soros,  not  unnaturally  take  advantage  of  circumstance,  and  raid 
the  Exchequer." 

In  general,  the  report  concludes  that  market  forces  rule  the  currency  markets 
today,  and  that  governments  should  be  cautious  to  bet  their  treasuries  on  fixing  the 
exchange  rates  of  their  currencies  at  an  unrealistic  value.  Furthermore,  while  certain 
risks  exist,  the  currency  market  is  not  a  "house  of  cards." 

With  regard  to  speculation,  the  report  notes  that  while  speculators  take  more  risks 
and  leverage  their  capital  more  highly  than  other  traders,  it  is  difficult  to  distinguish 
speculative  trades  from  others.  Furtheimore,  instead  of  making  the  currency  markets 
more  risky,  the  GAO  found  both  market  participants  and  academics  who  beUeve  that 
speculation  may  actually  dampen  market  volatility  and  encourage  market  liquidity. 

However,  as  Representative  Leach  stated:*'  "Human  nature  being  what  it  is,  the 
prospect  of  destabilizing  speculation  in  the  foreign  currency  markets  should  not  be  ruled 
out.   Financial  markets  and  the  risks  involved  change  rapidly...While  currency  trading  has 
become  a  new,  and  badly  needed,  source  of  profits  for  large  international 
banks,  it  could  become  more  problematic  if  new,  less-sophisticated  entrants  attempt  to 
play  leveraged  games  with  other  peoples'  money.   It  is  therefore  crucial,  at  a  minimum, 
that  bank  regulators  assure  that  the  1980's  S&L  circumstance,  where  profit  was 
privatized  and  loss  socialized,  not  be  allowed  to  repeat  itself  in  federally  insured 
financial  institutions." 


'  Ibid. 
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5.         GROWTH  IN  THE  nNANCIAL  DERIVATIVE  MARKETS 


Growth  in  the  financial  derivative  markets  has  been  phenomenal  since  their  use 
became  widespread  over  roughly  the  last  decade.'"  Both  organized  exchanges  and  over- 
the-counter  (OTC)  markets  have  prospered  in  size  of  participants  and  volume  of 
contracts.   Interest  rate  contracts,  notably  futures  in  exchange  markets  and  swaps  in  OTC 
markets,  have  dominated  the  growth  of  derivatives  in  the  last  six  years.  During  the  same 
period,  growth  in  exchange-traded  currency  futures  and  options  slowed,  while  growth  in 
new  equity  index  options  surged  in  both  exchange  and  OTC  markets.'^  Researchers 
have  confirmed  that  the  most  successful  exchange-traded  derivatives  appear  to  be  those 
that  added  liquidity  to  the  underlying  markets,  while  the  most  successful  OTC  derivatives 
were  those  that  offered  new  configurations  of  risk  and  renim. 

Financial  derivative  markets  have  grown  similar  to  other  financial  innovations  as 
they  found  increasing  acceptance  among  users.  Growth  in  financial  derivatives  begins 
slowly,  then  surges  as  contracts  became  more  popular,  and  finally  slows  down  as  the 
contracts  mature  and  saturate  their  markets.'^  Growth  rate  for  a  derivative  contract  will 
thus  depend  on  factors  such  as  the  date  of  introduction  and  the  stage  it  has  reached  in 
its  Ufe  cycle.  However,  various  demand  and  supply  factors"  more  or  less  compress  and 
stretch  the  life  cycle  of  a  new  derivative  product  and  consequently,  growth  rates  are  not 
predictable. 

a.  Forces  Driving  Derivative  Growth 

It  is  generally  agreed  that  the  growth  in  exchange-traded  derivatives  arose 
primarily  from  the  demand  for  hquidity-enhancing  innovations  and  the  growth  in  OTC 
derivatives  from  the  demand  for  market-risk-transferring  innovations.  According  to  the 
Remolona  Study,  and  verified  by  financial  derivative  participants,  four  broad 
developments  gave  rise  to  the  growth  in  financisil  derivatives,  as  follows: 


(1)       Shins  and  Surges  in  Market  Volatility 

The  volatilities  of  underlying  markets  in  the  last  six  years  have  not  shown  a 
sufficiently  steep  rising  trend  to  explain  the  recent  growth  of  financial  derivatives. 
However,  the  timing  of  volatihty-induced  shifts  in  policy  regimes  helps  explain  why 
currency  contracts  reached  the  slow-growth  stage  so  much-earUer  than  interest  rate 
contracts.   Market  volatility,  as  measured  by  the  standard  deviation  of  Treasury  bond 
returns,  rose  from  an  average  of  8%  per  year  in  the  1970s  to  15%  in  the  1980s.  Thus, 


"  For  a  more  dcuilcd  pirsenutiOD  on  growth  in  the  derivaiivt  nuitett,  refer  to  Remolona.  Bi  M.,  "The  Recent  Growth  of 
Fmaocial  Derivitivc  Marteta."  FRBNY  Ouartertv  Review.  Winter  1992-J  ("Tlie  Remolena  Study"). 

"Ibid. 

"  Growth  pattemi  typically  follow  the  "S-«hape"  of  a  logiilic  (rowth  curve,  where  (lowth  is  initially  ilow  (introduction),  then 
suites  (acceptance  and  use),  and  fiaally  levels  off  (tatuntioa).  Sec  Oait  12  for  an  illusinliOB. 

"  For  eiamplc,  the  increased  need  to  hedge  against  risks  and  advances  in  communication  and  informatioa-processing  technologies. 
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currency  contracts  gained  popularity  first  and  now  appear  to  have  reached  the  slow- 
growth  stage  of  maturity,  while  interest  rate  contracts  are  still  gaining  popularity  and 
continuing  to  grow  strongly  in  trading  volumes. 

Temporary  surges  in  volatility  often  induce  temporary  surges  in  volume.  It  is  also 
possible  that  a  temporary  volatility  surge  can  inaease  demand  permanently  by  bringing 
new  converts  to  the  market  In  one  case,  an  extreme  surge  in  volatility  seems  to  have 
actually  reduced  volume  permanently.   Specifically,  the  October  1987  stock  market  break 
was  foUowed  by  a  sharp  decline  in  the  volume  of  equity  index  contracts  in  U.S. 
exchanges.  The  demand  for  such  transactions  was  driven  in  large  part  by  portfolio 
insurance  programs  that  relied  on  index  futures  and  options  for  dynamic  hedging.  When 
the  stock  market  crashed,  the  abrupt  loss  of  liquidity  in  the  cash  and  derivative  markets 
made  the  large  trades  required  by  the  programs  hard  if  not  impossible  to  execute.  Since 
then,  concerns  about  execution  risk  have  dampened  trading  in  index  contracts  on  U.S. 
exchanges. 

(2)  The  Demand  for  Liquidity 

Liquidity  is  the  ability  to  alter  exposure  to  market  movements  cheaply  and 
quickly.  This  ability  would  depend  on  transactions  costs,  including  commissions  and  bid- 
ask  spreads,  and  the  market's  capacity  to  absorb  large  trades  with  small  price 
movements.   Derivative  exchanges  use  technology,  clearinghouse  and  margin 
arrangements,  and  dealer  competition  to  minimize  transactions  costs.  The  market's 
capacity  to  absorb  large  trades  depends  on  the  market-making  capability  of  dealers,  and 
the  depth  of  both  the  cash  and  derivative  markets.   In  general,  exchange-traded 
derivatives  allow  only  a  less  than  perfect  replication  of  positions  in  the  underlying 
market,  but  they  are  useful  precisely  because  their  liquidity  makes  it  easier  to  change 
those  positions.  The  growth  of  OTC  derivatives  has  also  helped  boost  volume  in  certain 
exchange-traded  derivatives.  The  hquidity  of  exchange-traded  derivatives  generally 
makes  them  convenient  hedging  tools  for  OTC  derivative  dealers. 

(3)  The  Demand  for  New  Ways  to  Transfer  Interest  Rate  Risk 

OTC  derivatives  have  served  primarily  to  transform  market  risk,  or  to  provide 
new  ways  of  transferring  that  risk.'*  Interest  rate  swaps,  for  example,  were  innovative 
because  they  functionally  allowed  the  exchange  of  two  notes  paying  different  types  of 
interest  streams  -  most  commonly  a  floating-rate  note  and  a  fixed-rate  note  ~  without  an 
exchange  of  principal  amounts.  The  swap  was  designed  essentially  to  allow  a  transfer  of 
interest  rate  risk  that  entailed  no  credit  risks  associated  with  the  principal. 

The  rapid  growth  in  OTC  interest  rate  contracts,  particularly  swap  contracts,  may 
be  attributed  to  financial  institutions'  and  nonfinancial  corporations'  desire  to  deal  with 
interest  rate  risks  in  new  ways.  Financial  institutions  turned  to  these  derivatives  to 
replace  traditional  hedging  operations  executed  in  the  cash  market  (e.g.,  stock  and  bond 
markets),  while  nonfinancial  corporations,  some  facing  increased  leverage,  turned  to 


'  In  the  icfminology  o<  fuunce  theory,  the  functiofi  of  deriviiivet  is  to  help  "compkte"  nnancial  maitett. 
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derivatives  for  general  hedging  and  positioning  purposes  rather  than  just  for  saving  on 
borrowing  costs. 

(a)  Development  of  the  Swap  Market:  A  movement  towards  greater  market 
integration  promoted  the  rapid  rise  of  interest  rate  swajjs.  Throughout  most  of  the 
1980s,  the  swap  market  seems  to  have  divided  itself  between  a  short-term  segment 
(maturities  up  to  three  years)  catering  largely  to  financial  institution  end-users,  and  a 
long-term  segment  (maturities  longer  than  three  years)  catering  to  mainly  nonfinancial 
end-users.   In  recent  years,  however,  the  division  has  blurred  as  nonfinancial  end-users 
have  increased  their  share  of  the  market  (See  Table  2)  by  migrating  to  the  short-term 
segment,  which  has  thus  grown  faster  than  the  long-term  segment  (See  Chart  3). 

Swap  intermediation  evolved  from  a  business  of  simply  bringing  end-users 
together  to  one  in  which  dealers  acted  as  the  counterparty  to  each  side  of  a  swap 
transaction.   Assuming  the  role  of  counterparty  allowed  dealers  to  take  swaps  before 
matching  positions  could  be  found  and  to  s?ll  parts  of  the  transaction  to  other  dealers 
who  could  reach  matching  customers.   As  the  market  grew,  the  customers  themselves 
began  to  see  the  importance  of  a  dealer's  credit  rating,  so  that  the  business  became 
increasingly  concentrated  in  the  highest  rated  intermediaries." 

(b)  Credit  Market  Arbitrage:  Some  analysts  have  argued  that  borrowers  turn  to 
swaps  to  obtain  the  cost  savings  from  arbitrage  between  credit  markets.   Fixed  rate  debt 
markets  are  seen  as  demanding  higher  credit  risk  premiums  relative  to  the  floating  rate 
debt  markets.  Thus,  interest  rate  swaps  would  lower  borrowing  costs  through 
specialization  by  comparative  advantage:  a  higher  rated  borrower  would  issue  in  the 
fixed  rate  market  and  a  lower  rated  borrower  in  the  floating  rate  market,  each  seeking 
the  market  where  it  was  relatively  favored.  They  would  then  switch  interest  payments, 
net  of  a  spread. 

Such  credit  market  arbitrage,  however,  fails  to  explain  a  surge  in  swaps  issuance 
that  goes  well  beyond  the  gross  issuance  of  all  Eurobonds  and  U.S.  corporate  bonds. 
The  swap  market  has  develof)ed  to  the  point  where  good  opportunities  for  credit  market 
arbitrage  come  only  in  occasional  windows,  so  that  swaps  are  now  more  often  used  for 
general  hedging  and  positioning  purposes  than  for  savings  in  borrowing  costs.   Indeed, 
the  perceived  savings  in  bortowing  costs  through  swaps  may  now  merely  compensate  for 
the  added  credit  risk  taken  on  by  the  swap  counterparties. 

(c)  Swaps  by  Financial  Institutions:  End-user  swap  activity  grew  as  financial 
institutions  started  using  swaps  for  their  own  risk  management  and  positioning  purposes. 
The  increased  importance  of  funds  management  from  the  mid-1980s  onward  and  new 
regulatory  capital  standards  later  in  the  decade  prompted  many  banks  to  turn  to  swaps  as 
a  way  to  deal  with  increased  interest  rate  risks. 

New  regulatory  capital  standards  also  encouraged  financial  institutions  to  use 


"  The  imporUDce  of  credit  ralingt  hit  led  some  invutment  houses  to  fotm  tiiple-A-nled  tubciduries  to  deal  ia  OTC  derivatives. 
See  discussion  o(  dealers  in  Sectioa  A.4.a.(S):  SepuatcJy  Capitalized  Subcidiaiiei. 

"  A  fixed  rate  borrower,  for  example,  has  two  alternatives;  (a)  it  may  borrow  directly  in  the  fijced  rate  martet,  or  (b)  it  may  borrow 
in  the  floating  late  market  and  swap  into  fued  rates.  AJtemative  (b)  may  offer  the  lower  ali-in  cost  of  funds,  but  unlike  (a),  it  will  also 
entail  some  credit  risk  from  the  swap  counterparty. 
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derivatives  rather  than  cash  markets  for  the  management  of  interest  rate  risks.  The 
Basle  Accord  of  1989  required  banks  to  assign  a  20%  weight  to  interbank  aedit  for 
calculating  risk-based  capital  requirements  but  to  apply  the  same  weight  only  to  'credit- 
equivalent*  amounts  of  OTC  derivatives.  Hence,  an  interbank  swap  would  require  only  a 
small  fraction  of  the  capital  required  by  an  equivalent  interbank  cash  position  on  the 
balance  sheet  In  the  early  1980s,  the  most  important  cash  market  used  by  banks  for 
hedging  was  the  international  interbank  CTedit  market  In  recent  years,  the  interbank 
market  has  plunged,  in  part  because  banks  now  use  the  market  narrowly  for  funding  and 
use  OTC  derivatives  for  hedging. 

(d)  Swaps  by  Nonfinancial  Corporations:  The  use  of  interest  rate  swaps  by 
nonfinancial  corporations  expanded  as  credit  market  arbitrage  ceased  to  be  the  primary 
motivation  and  as  corporations  began  to  appreciate  derivatives'  general  usefulness  for 
hedging  and  speculating.  An  important  factor  in  the  growth  of  swaps  was  the  rise  in  U.S. 
corporate  leverage.   While  the  most  leveraged  corporations  probably  did  not  use  swaps  - 
-  for  lack  of  the  credit  quality  required  by  the  market  -  more  moderately  leveraged  Brms 
evidently  found  swaps  useful.  A  study  of  356  publicly  traded  firms,"  for  example,  shows 
that  swap  end-users  were  on  average  more  leveraged  than  the  nonusers.  Most  of  the 
swap  end-users  in  the  sample  were  apparently  hedging  against  interest  rate  risk  by 
swapping  into  fixed  rates. 

(4)       The  Global  DiversUIcation  of  Equity  Portfolios 

In  the  1980s,  moves  by  institutional  investors  to  diversify  their  equity  portfolios 
contributed  to  the  growth  of  the  use  of  financial  derivatives.  Modem  portfolio  theory 
had  persuaded  these  investors  that  diversification  could  reduce  risk  without  sacrificing 
return."  Institutional  investors  saw  that  in  the  absence  of  transfer  risks,  settlement  risks, 
and  substantial  transaction  costs,  a  global  diversification  of  equity  portfolios  could 
provide  considerable  gains  over  purely  domestic  diversification,  es[>ecially  when 
correlations  between  stock  markets  remained  low. 


b.  Growth  by  l^pe  of  Market 

Financial  derivatives  outstanding  worldwide,  as  measured  by  open  interest"  (for 
exchange  derivatives)  and  notional  principle""  (for  OTC  derivatives),  multiplied  fivefold 
in  five  years  to  approach  $10  trillion  by  the  end  of  1991  (See  Chart  4)."'  In  organized 


*'  Aaundtui  Da;«l,  Turn  Puticipatioa  ia  the  latercft  Rjte  Swip  Mirfcet:  An  Empincal  laveaipUoo."  uDpublicbcd  paper,  Bnwn 
Univenily,  November  1992. 

*"  The  Capiul  Ataet  PiidAg  Model  (CAFM)  nigfestt  Uut  in  to  efTicieBI  nuket.  investor*  would  bold  the  nurkef  portfolio 
cofuistiag  ol  ail  tecvritics  o<Tcred  io  the  ouutet. 

**  Open  interest  represents  contracts  thjt  have  no*  been  offset  by  opposite  transactions,  or  fulfilled  by  deliveiy  of  the  underlying 
nnancial  instiumcaL 

'**  Paymentt  arc  calculated  using  nociooal  amounts;  notional  principle  is  not  eichanged  or  (w«d. 

'*'  Sourtea  for  all  Cham  and  dau  include  the  Remolona  article,  the  Bank  for  Intcmatioul  Settlements,  the  InlemaiioBal  Swap 
Dealers  Associatioa,  and  the  Federal  Reterw. 
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exchanges,  open  interest  in  financial  derivatives  rose  an  average  of  36%  a  year  since 
1986  to  reach  S3J  trillion  at  the  end  of  1991.  Even  so  significant  an  expansion  was 
apparently  surpassed  by  the  growth  of  financial  derivatives  in  OTC  markets;  here,  total 
notional  principal  grew  an  estimated  40%  a  year  during  the  period  1986-1991  to  soar 
above  S6  trillion  by  the  end  of  1991.'°'  It  is  clear  from  the  growth  numbers  that 
derivatives  are  widely  regarded  as  a  more  cost-effective  means  to  manage  risk; 
consequently,  activity  has  shifted  away  from  the  cash  markets  and  the  traditional 
instruments  found  within  those  markets.  The  Remolona  Study  estimates  that  this  trend 
will  persist  as  the  class  of  derivative  users  widens,  expands,  and  grows  more  familiar  with 
these  products,  and  as  risk  management  and  diversification  motives  become  their  driving 
force.^" 


(1)  Growth  in  Exchange  Markets 

In  1992,  more  than  600  million  contracts  were  traded  on  organized  exchanges 
around  the  world.  This  figure  represents  an  increase  in  volume  exceeding  11%  a  year 
since  1986  (See  Chart  5).  The  total  value  of  such  trading  volumes  exceeds  $35  trillion 
per  quarter. 

(2)  Growth  in  OTC  Marliets 

The  growth  of  financial  derivatives  in  OTC  markets  surpasses  the  growth  in 
exchange  markets;  here,  total  notional  principal  grew  an  estimated  40%  per  year  during 
the  period  1986  to  1991  to  soar  above  $6  trillion  by  the  end  of  1991  (See  Chart  «). 

(3)  Growth  for  Dealers  Versus  End-Users  in  the  OTC  raariwt 

Total  notional  principal  for  interest  rate  swaps  and  currency  swaps  outstanding  for 
the  past  six  years  (1987-1992)  demonstrate  that  growth  in  these  OTC  derivatives  is 
largely  customer,  or  demand  driven.  Although  the  ratio  is  deaeasing  for  both  interest 
rate  and  currency  OTC  transactions,  total  notional  principal  for  end-users  largely  exceeds 
total  notional  principal  for  dealers.  The  margin  is  slightly  greater  for  currency  swaps, 
indicating  that  such  transactions  are  more  client-driven  than  interest  rate  transactions. 
Refer  to  Charts  7  and  8  for  a  comparison  of  end-user  versus  dealer  activity  and  growth 
in  the  usage  of  interest  rate  swaps,  and  to  Charts  9  and  10  for  a  comparison  of  end-user 
versus  dealer  activity  and  growth  in  the  usage  of  currency  swaps. 


"*  Foiwu4  Rale  Afracmeiia  (FKAi)  make  up  the  \ufca  enuutol  compoacni.  The*e  are  ■(reciBcaii  ca  fuhiic  inuiot  rata 
thai  involw  do  cichaii(e  of  pnncipal  amouau.  Suncyi  by  ibe  Bank  for  Inlcmaliooat  Scnlemcan  nncM  tkat  FKAa  icpRieol  a  ihinl 
of  ioleresl  itlt  iwapi  ovt<uixlin(  la  the  11^  and  two-dui4(  of  inlcRO  lalc  iwapa  ovliuadin(  in  Bunipc. 

'"  Rcffiolona,  Eli  M,  The  Rccnt  Gnwth  of  Finanaal  Dcfivalivc  Matkeo,*  FRBNY  Quaiteriv  Rrv»e».  WiMcr  1992-3. 
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hedged  and  then  purchase  or  sell  an  appropriate  number  of  futures  contracts  to  offset  any  price  movement 
for  the  hedged  cash  position  Basis  relationship  fluctuate  over  time,  however,  and  can  change  the  extent 
to  which  the  contracts  provide  a  completely  effective  hedge.   Consequerufy,  the  contracts  may  either 
become  more  profitable  or  costly  to  the  holder  than  origpiaOy  planned. 

Basis  Swap:  Interest  payments  exchanged  are  calculated  from  two  differertt  floating  rate  indices,  eg.  three- 
month  dollar  LIBOR  against  the  U.S.  commercial  paper  composite  rate 

BBAIRS  Terms:  British  Bankers  Association  recommended  terms  and  conditions  for  interest  rate  swaps; 
intended  to  be  used  in  the  London  inter-bank  market  with  maturities  up  to  and  including  two  years; 
published  in  1985. 

Betr  Market:  A  market  charaaerized  by  a  trend  of  falling  prices,  in  which  there  are  more  sellers  than 
buyers. 

Bearer  Participation  Catificates  (BPC):  These  are  issued  by  an  intermediary  corporation,  usually  a  major 
bank  or  a  trust  company,  in  the  case  where  a  borrower  is  unable  to  issue  securities  into  the  Euromarket 
directly  or  through  a  finance  company  vehicle.   The  lead-managers  pays  the  proceeds  of  such  an  issue  to 
the  intermediary  corporation  which  then  advances  such  proceeds  to  the  borrower  under  a  credit  agreemeru. 
The  intermediary  corporation  then  delivers  the  BPC  securities  to  the  lead-manager  for  delivery  to  the 
subscriber. 

Bearer  Security:  A  negotiable  security  whose  title  is  to  the  bearer,  Le  it  is  presumed  in  law  to  the  owned 
by  its  holder.   Tale  to  bearer  securities  are  transferred  by  deliver. 

Bearish:  A  market  view  or  opinion  that  expects  lower  prices. 

Benchmark  Bond:  A  bond,  frequeiuly  the  most  recent,  sizeable  issue,  whose  terms  set  a  standard  for  the 
market.   The  benchmark  bond  usually  has  the  greater  liquidity,  the  highest  turnover,  and  is  the  most 
frequently  quoted.   In  certain  markets  (eg  the  Japanese),  there  b  a  seasoning  period  during  which  the 
bond  is  not  the  benchmark. 

Benchrutrk  Rate:  The  base  rate  off  which  swap  spreads  are  quoted.  For  U.S.  $  swap,  the  benchmark 
rate  is  the  rate  for  U.S.  Treasuries. 

Beneficial  Owner  That  person  or  institution  to  whom  the  benefits  of  a  security's  ownership  will  ultimately 
accrue. 

Beta:  A  measure  of  how  a  stock's  price  movement  compares  to  the  movement  of  the  entire  market. 

Bid/Offir  Price:  The  price  or  yield  on  an  instrument  at  which  a  dealer  is  willing  to  buy  or  sell  upon 
request.  The  spread  between  bid  and  offer  quotes  is  the  price  of  the  liquidity  service  provided  by  the  dealer. 

Bid/Offer  Spreat  The  difference  between  the  buying  and  selling  price  of  an  instrument. 

^lateral  Netting:  A  proposed  method  for  determining  credit  risk  exposure  positions  which  permits  the 
offsetting  of  positions  or  payment  obligatioru  between  two  parties  whereby  a  large  number  of  individual 
positions  or  payment  obligations  are  reduced  to  one  single  position  or  payment  obligation,  such  that  in  the 
event  of  a  counterparty's  failure  to  perform  due  to  default,  bankruptcy  or  liquidation,  the  other 
counterparty  would  have  a  claim  or  payment  obligation  to  receive  or  pay  only  the  net  value  of  the  sum  of 
unrealized  gains  and  losses  on  all  transactions. 
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c  Growth  by  Type  of  Contract 


(1)       Interest  Rate  Contracts 

Growth  in  derivatives  in  both  organized  and  OTC  markets  has  been  dominated  by 
contracts  based  on  interest  rates.  In  exchange  markets,  turnover  in  interest  rate 
contracts  grew  21%  a  year  from  1986  to  1992  and  accounted  for  90%  of  the  absolute 
increase  in  total  exchange  market  volume  (See  Chart  S).   Futures  contracts  accounted  for 
the  majority  of  this  growth. 

As  in  the  exchange  markets,  most  of  the  derivative  growth  in  the  OTC  markets 
consisted  of  interest  rate  contracts  (See  Chart  6).   Interest  rate  swaps,  the  dominant 
OTC  derivative  from  the  outset  of  the  markets,  grew  an  average  of  41%  a  year  in 
notional  principal  from  1986  to  1991  and  alone  accounted  for  possibly  half  of  the 
absolute  increase  in  total  notional  principal  of  all  OTC  derivatives  during  the  same 
period  (See  Chart  11). 

The  Remolona  study  estimates  that  forward  rate  agreements  grew  roughly  as  fast 
as  interest  rate  swaps  and  accounted  for  perhaps  another  quarter  of  the  total  market 
increase.   Option-like  interest  rate  contracts,  including  caps,  floors,  collars,  and 
swaptions,  probably  grew  the  fastest  of  all  OTC  contracts,  with  notional  principal  rising 
81%  a  year  during  the  period  to  account  for  10%  of  the  total  increase  in  the  OTC 
market. 


(2)       Currency  Contracts 

Aside  from  interest  rate  contracts,  currency  contracts  contributed  the  most  to  the 
growth  in  derivatives,  though  to  a  much  lesser  extent.  The  global  foreign  exchange 
system  serves  as  the  underlying  market  for  these  contracts. 

In  organized  exchanges,  trading  in  currency  contracts  rose  about  8%  a  year,  but 
accounted  for  less  than  7%  of  the  absolute  increase  in  total  exchange  market  turnover 
from  1986  to  1992  (See  Chart  5).   In  the  OTC  market,  currency  swaps  more  than  kept 
pace  with  interest  rate  swaps  by  growing  42%  a  year  from  1986  to  1991,  but  traditional 
currency  options  probably  expanded  at  only  a  fraaion  of  that  rate  (See  Chart  6). 
Currency  swaps  may  have  shown  much  stronger  growth  than  other  currency  contracts 
because  they  are  in  part  interest  rate  contracts,  involving  the  exchange  of  fixed  rate 
payments  in  one  currency  for  floating  rate  payments  in  another. 


(3)       Equity  Index  Contracts 

Equity  index  contracts  are  a  small  part  of  the  whole  derivative  markets,  but  recent 
growth  indicates  that  they  promise  to  become  a  major  part  of  the  market  in  the  near 
future.  The  major  stock  markets  around  the  world  serve  as  the  underlying  markets. 

Exchange  trading  in  equity  index  contracts  showed  no  expansion  over  the  period 
1986  to  1992  as  a  whole  because  the  turnover  in  U.S.  exchanges  declined  sharply  after 
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the  October  1987  stock  market  break  (See  Chart  5).   Since  1988,  however,  equity  index 
contracts  have  recovered  so  strongly  that  turnover  in  these  contracts  has  grown  faster 
than  turnover  in  interest  rate  contracts.   From  1988  to  1992,  trading  volumes  in  equity 
index  contracts  increased  14%  a  year.   Even  with  growth  coming  from  a  small  base, 
index  contracts  still  accounted  for  a  quarter  of  the  absolute  increase  in  total  exchange 
market  turnover  in  the  period  1988-1992. 

In  the  OTC  market,  equity  index  options  and  equity  swaps  have  made  up  a  small 
fraction  of  the  market,  but  the  last  few  years  have  witnessed  such  tremendous  growth  in 
these  contracts  that  the  Remolona  Study  estimates  that  they  accounted  for  perhaps  5% 
of  the  expansion  of  notional  principal  in  the  OTC  market  from  1986  to  1991  (See  Chart 
6). 


d.  Geographical  Growth 

The  geographical  growth  of  financial  derivatives  manifested  itself  primarily  in  the 
opening  of  new  derivative  exchanges  and  the  widening  share  of  nondollar  currencies  in 
OTC  derivatives. 


(1)       New  Derivative  Exchanges 

The  growth  in  the  volume  of  exchange-traded  derivatives  was  concentrated  in 
exchanges  outside  the  United  States,  most  of  them  new  ones.   Between  1986  and  1992,  a 
period  when  volume  on  U.S.  derivative  exchanges  was  barely  growing,  volume  in 
European  exchanges  rose  47%  a  year  and  contributed  the  largest  share  of  the  growth  in 
volume  worldwide.   Volume  in  exchanges  in  the  Far  East  grew  29%  a  year  during  the 
period  and  contributed  the  next  largest  share  of  global  volume  growth.  Since  1985,  at 
least  18  new  derivative  exchanges  have  been  organized  aroimd  the  world,  including 
already  established  stock  exchanges  that  only  recently  began  trading  derivatives. 


(2)       OTC  Derivatives  in  Nondollar  Currencies 

The  OTC  markets  operate  internationally  over  telephone  lines  without  a  central 
clearinghouse  to  fix  geographical  locations.  Transactions  made  in  London  may  well  be 
booked  in  Frankfurt.  The  increasing  importance  of  nondollar  currencies  in  OTC 
contracts  indicates  the  geographical  diffusion  of  these  derivatives.  The  share  of  the 
nondollar  seaor  in  interest  rate  swaps  widened  from  20%  in  1986  to  51%  in  1991.  The 
Japanese  yen  has  been  the  most  important  nondollar  currency;  its  share  of  interest  rate 
swaps  has  doubled  since  1987  to  16%  in  1991.  The  pound  sterling  and  German  mark 
have  been  the  next  two  most  important  currencies. 

New  financial  tools  which  serve  useful  purposes  often  demonstrate  impressive 
growth  characteristics.  Growth  in  the  derivative  markets  has  exceeded  that  of  even  the 
most  popular  financial  instruments  of  the  past,  and  evidence  suggests  that  this  trend  is 
likely  to  continue.   Rapid  growth  necessitates  tight  supervision  and  control;  for  these 
reasons,  it  is  particularly  important  for  regulators  to  not  be  complacent  about  the 
derivative  markets. 
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RISKS  ARISING  FROM  AND  RISK  MANAGEMENT  OF  nERIVATIVE 
PRODUCT  TRANSACTIONS 


Risks  arising  from  derivative  transactions  are  numerous  and  particularly  important 
considering  the  magnitude  of  these  transactions.  According  to  industry  sources,^"*  the 
risks  associated  with  derivative  instruments  are  the  same  types  of  risks  banking 
institutions  face  daily  in  their  traditional  functions.  In  addition,  according  to  the  OCC: 
Tinancial  derivative  transactions  currenUy  represent  a  relatively  small  portion  of  the 
total  credit,  market,  liquidity,  and  operational  risk  to  which  most  banks  are  routinely 
exposed.'^**'  Derivatives  restate  these  risks  in  a  more  complex  format,  and  consequently 
require  much  stronger  control  and  supervisory  systems.   It  is  generally  agreed  among 
market  participants  and  experts  in  the  field  of  financial  derivatives  that  there  are  seven 
primary  risks  associated  with  derivative  transactions,  each  in  its  own  way  an  important 
component  of,  and  critical  to,  the  proper  functioning  of  the  overall  market  This  section 
defines  and  describes  each  risk,  and  provides  examples  for  illustration  purposes.  In 
addition,  a  discussion  on  derivatives  and  systemic  risk  is  provided  at  the  end  of  this 
section. 


L         COUNTERPARTY  CREDIT  RISK 

All  transactions  which  involve  two  or  more  parties  contain  an  element  of 
counterparty  credit  risk,  more  simply  known  as  credit  risk.  Credit  risk  is  the  risk  of  loss 
in  the  event  the  counterparty  to  a  transaction  defaults,  or  otherwise  fails  to  perform 
under  the  terms  of  a  contract 

According  to  the  Group  of  Thirty  (030)"*  and  market  participants,  credit  risk  is 
greater  in  the  trading  of  OTC  derivative  instruments  than  in  the  trading  of  exchange- 
traded  instruments.  The  credit  risk  is  greater  primarily  because  contracts  in  the  OTC 
market  may  not  be  settied  for  long  periods  of  time,  usually  are  not  collateralized,  and 
are  not  subject  to  clearinghouse  o^t,  which  functions  to  eliminate  credit  risk. 

Despite  this  greater  risk,  ratings  agencies  such  as  Moody's  and  Standard  &  Poor's 
are  of  the  opinion  that  banks  benefit  from  derivative  products.   Moody's'"'  has  never 
changed  an  institution's  rating  solely  on  the  basis  of  its  derivative  activities,  and  very  few 
banks  they  rate  have  been  materially  affected  by  their  derivative  activities  except  in  a 
positive  way.  Moody's  does  not  think  derivatives  are  a  ticking  time  bomb  for  the 
banking  industry  as  a  whole.  Standard  &  Poor's'"*  indicates  that  banks  benefit  from 


***  Vaiea  otberwiie  aoled,  iaduttiy  loanc*  indudet  the  finiti,  enlitie*  or  other  inirkel  putidpaalx  the  Miaority  SufT  met  with 
over  the  ducatioQ  of  tha  ptOfecL 

"*  'Ritk  M<iMferaeal  of  Hiiaacial  Derivtivq.*  BmbM  GituUr  (BC-277),  Office  of  the  CoapUDder  of  the  Oiiteacy  (OCQ, 
October  27,  1993. 

"•  Gfowp of  Thinr.  Detivitiver  Pf»ctice«  tni  PTiiidp4et.  Wathinfloa,  DC,  hitf  1991 

'*' Luc«,  Doufta*.  ■Moody's  Aaesneat  of  Derivative  Riik.'  Moodv'i  Soed«l  Comment  Moody •«,  Imc  1991 

"  AzudK,  Ttaya,  •Bulks  Face  MaaifuMe  Ricki  in  Dcrivati«c  BuBBcacs."  CredilWeek.  November  1992. 
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derivative  profits  in  that  they  are  stable  sources  of  income,  and  should  be  viewed  as 
good-quality  earnings  for  banks.   David  S.  Berry,  Dirertor  of  Research  of  Keefe, 
Bruyette  &  Woods,  Inc.  noted  that  an  important  observation  to  make  is  that  the  major 
dealer  banks  have  ahnost  never  posted  a  quarterly  loss  from  their  trading  activities. 
Over  the  ten  plus  years  covered,  quarterly  trading  losses  were  posted  only  four  times  - 
once  by  J.P.  Morgan  and  three  times  by  First  Chicago.   Cumulative  losses  incurred  in 
those  quarters  were  just  $19  million.  These  are  dwarfed  by  the  trading  revenues  earned 
in  the  other  quarters  examined:  $35.9  billion.  The  fact  that  the  banks'  trading  revenues 
have  been  so  consistently  profitable  indicates  that  the  proprietary  risk  taken  by  banks  in 
their  trading  activities  is  comparatively  small  and  evidently  well  managed. 

Credit  exposure  to  the  default  of  a  counterparty  is  measured  by  market 
participants  as  the  positive  value,  or  current  replacement  cost  of  the  contrart.  This 
replacement  cost  or  positive  value  is  derived  from  differences  in  the  initial  contract 
terms  and  the  current  market  terms  for  an  identical  contract.   Sources  indicate  that  since 
most  derivatives  involving  firm  commitments  such  as  forward  rate  agreements,  futures 
and  swaps,  are  entered  into  at  no  cost  (other  than  possibly  a  nominal  fee)  to  either 
party,  they  have  zero  value  at  origination  and  therefore  no  credit  exposure  at  inceptioii. 
At  that  point,  the  only  potential  risk  is  that  subsequent  changes  in  the  market  price  of 
the  instrument  index  or  interest  rate  underiying  the  contract  will  create  a  positive 
contraa  value  that  might  be  forfeited  in  the  event  of  a  counterparty  default."'  Once 
market  prices  move  to  create  a  positive  contract  value,  the  contract  has  the  current 
credit  risk  exposure  of  its  replacement  cost  as  well  as  the  potential  future  credit  risk^" 
that  can  arise  from  subsequent  changes  in  market  prices. 

Similarly,  options  and  derivative  contracts  which  contain  options  also  face  both 
current  and  potential  credit  exp>osure.   However,  there  are  slight  differences.   Option 
contracts  have  a  positive  value  at  inception  reflected  by  the  premium  paid  by  the 
purchaser  to  the  writer  of  the  option.  The  value  of  the  option  may  be  reduced  as  a 
result  of  market  movements,  but  cannot  become  negative  (i.e.,  you  can  only  lose  the 
amount  invested).  Consequently,  the  party  that  buys  the  option  contract  will  always  have 
credit  exposure  (unless  the  option  has  zero  value),  and  the  party  selling  the  option 
contract  will  not. 


a.  Measuring  Credit  Exposure 

Standard  methods  exist  for  approximating  current  replacement  cost.   One 
technique  is  to  calculate  the  value  of  an  interest  rate  swap  as  the  discounted  present 
value  of  the  cash  flows  a  counterparty  is  expected  to  receive.  This  widely  used  technique 
allows  current  credit  exposure  to  be  estimated  with  confidence  for  the  vast  majority  of 
contracts. 

Current  exposure  is  the  market  value  of  the  derivative  at  a  given  time  --  the  cost 


"•  Counieipartiet  iic  noc  exposed  to  the  risk  of  losing  the  iKXional  amount  of  the  contnct,  as  the  notional  amount  is  not  owed  by 
either  counterparty,  and  instead  is  used  to  calculate  payments. 

"•  Bank  t«guUton  assess  credit  risk  for  capiul  purposes  partly  based  on  an  add-on  factor  equal  to  0-5%  of  the  notional  amount  of 
contracts.  This  addnsn  is  then  multiplied  by  up  to  S0%. 
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of  replacing  the  remaining  cash  flows  at  the  prices  and  market  interest  rates  prevailing 
when  the  event  of  termination  occurs.  The  replacement  cost  could  be  positive  or 
negative,  depending  on  the  direction  of  market  forces  and  the  evolution  of  the 
underlying  instrument  since  the  initiation  of  the  transaction.  When  the  replacement  cost 
is  negative,  the  remaining  party  incurs  no  loss  if  its  counterparty  defaults.  The  market 
value  is  approximated  by  marlong  contracts  to  market"^  at  a  certain  time.  Marking  to 
market  reflects  the  market  value  of  a  contraa  and  is  a  good  representation  of  how  much 
the  replacement  cost  is. 

Replacement  cost  will  typically  be  only  a  small  percentage  of  the  notional^" 
principal  amount  of  an  OTC  contract   For  example,  the  net  replacement  cost  from 
derivative  activities  at  the  SO  largest  bank  holding  companies  was  1.46%  of  the  notional 
amount  as  of  December  1992  (see  Chart  13).  In  addition,  credit  exposure  due  to 
derivatives  of  the  SO  largest  bank  holding  companies  represented  S3%  of  the  total  credit 
exposure  of  the  institutions  at  the  end  of  1992  (see  Chart  14).  While  both  parties  to  a 
single  swap  contract  may  be  subject  to  credit  risk  during  the  life  of  the  contract,  normally 
only  one  party  will  be  subject  to  credit  risk  at  any  one  time. 

Estimating  the  potential  future  credit  exposure  of  derivatives  is  a  far  more 
difficult  task.  Given  certain  variables,  such  as  the  volatility  of  the  price,  index,  or  rate  of 
the  instrument  underlying  the  contract,  dealers  and  end-users  are  able  to  determine  with 
some  specificity  the  probability  that  a  contract  will  incur  a  defined  level  of  credit 
exposure. 

Industry  sources  have  stated  that  determination  of  potential  exjjosure  calls  for  an 
assessment  of  what  the  replacement  cost  of  the  derivative  transaction  could  be  in  the 
future  if  the  underlying  variables  that  determine  the  value  of  the  contract  move 
adversely.  Dealers  use  historical  simulation  studies,  option  valuation  models  and  other 
statistical  techniques  to  assess  potential  exposure.  These  techniques  are  used  by  dealers 
and  end-users  to  generate  two  measures  of  potential  exposure:  "expected"  exposure  and 
maximum,  or  "worst  case"  exposure.  The  industry  indicates  that  there  appears  to  be 
widespread  consistency  in  generating  these  two  measures. 


'"  The  ticod  amonf  participwia  it  lo  mut  lo  maitet  on  ■  daily  baik.   MoK  dealcn  nincatly  ouut  oa  thi*  time  bwit.  Some  end- 
usen  mait  to  mufcet  oa  t  moalhtjr  btfit,  bul  have  indicaled  •  detin  lo  profictiivcljr  alter  their  valuatioa  to  a  daily  baiit. 

'"  It  ia  critical  to  aote  that  notiooal  principal  anKMOtx  cannot  lenenllY  be  used  aa  a  meanire  of  ridt  eipature  (either  credit  or 
maitet  rak)  for  three  maia  reatona:  Firn.  notional  pnnapal  ouutandinf  i>  not  eichan|cd  or  owed  and  faib  to  account  for  ofTtetiinf 
expoaurcs.   Cooaider  the  foOowinf  eiafflpte:  Suppoae  a  bank  enten  into  aa  interea  rale  cwap  with  a  corporation,  payuif  a  noaiinj  rate 
and  rcceivinf  a  Tued  rate  oa  SlOO  railboa  of  ootioaal  pnncipal    At  a  later  date,  wppoac  the  corporaiioa  decide*  to  adjuat  lU  eipaauic 
by  entering  into  another  SlOO  nullioa  (wap  with  the  bank  ukjng  on  the  opposite  intcicat  rate  eipoaure  -  the  bank  icceivca  floating  and 
payc  Tued.  A  (uivey  of  the  bank't  fwap  book  would  now  show  S200  million  in  notional  principal  outstanding  for  thia  pair  of 
tnnuctioaa.  Thia  ia  ao  deipiic  the  fact  that  the  economic  preatuiet  in  the  two  twapa  are  offtetting.  The  lame  problem  would  apply  if 
the  corpontioa  entered  into  a  lecood  twap  with  •  difTerenI  bank.   A  turvcy  of  the  iwap  activity  of  all  bank*  would  count  ihe  two 
ofTteiting  iwapa  aa  OOO  miDioa  of  notiooal  pnncipal  ouuunding    In  addiiKxi,  (he  S200  nullioa  of  notiooal  amount  u  not  owed  by 
either  counterparty,  ia  not  at  rick,  and  it  uaed  for  calculatioa  purpose*  only.   If,  inoead,  the  coiporatioa  had  negotiated  an  unwind  of 
the  initial  twap,  the  notioaal  pnncipal  outstanding  frotn  the  pair  of  trantactioaa  would  be  lero.  As  a  result,  notional  principal 
outstanding  ovcrautes  the  risk  of  espotuic  in  deiivativet. 

Second,  transactions  of  various  maturities  arc  simply  added  together  without  accounting  for  the  dilTering  sensitivities  of  the 
values  of  the  cootractt  to  change*  in  the  value  of  the  underiying  (eg.  the  interest  rate  nsk  of  a  otte-year  interest  rate  swap  is  not  equal 
to  that  of  a  ten-year  swap  even  if  the  notional  principals  are  the  same).   Finally,  different  types  of  derivatives  (e.g.,  interest  rate  versus 
currency  swaps)  ha\«  substantially  different  risk  proTiles.   For  these  tame  reasons,  figures  oo  new  cootractt  written  cannot  be  used  as  a 
measure  of  risk  expoturet. 

Howe%«r,  it  is  equally  important  to  note  that  regulators  measure  credit  risk  partly  by  using  a  percentage  of  the  notional 
amounts  of  derivative  contracts,  and  also  require  disclosure  of  notional  amounts  for  Call  Report  purpose*. 
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According  to  industry  sources,  expected  exposure  at  any  point  during  the  life  of 
the  swap  is  "the  mean  of  all  possible  replacement  costs,  where  the  replacement  cost  in 
any  outcome  is  equal  to  the  market  value,  if  positive,  and  zero,  if  negative."  They  state 
that  expected  exposure  is  the  best  estimate  of  the  present  value  of  the  positive  exposure, 
or  credit  risk,  that  is  likelv  to  materialize. 

The  maximum  potential  exposure  is  calculated  by  market  participants  as  an 
estimate  of  "worst  case"  exposure  at  any  point.  These  (^culations  are  based  on  adverse 
movements  in  the  underlying  variables  that  are  sufficiently  extreme  that  they  are  unlikely 
to  be  exceeded.   Various  market  participants  had  different  models  to  estimate  "worst 
case."  The  models  were  generally  similar  in  terms  of  methodology,  but  different  in  the 
parameters  used. 

Market  participants  stated  that  the  analysis  of  potential  exposure  profiles  enables 
management  to  evaluate  credit  exposures  on  derivative  transactions  on  a  comparable 
basis  with  credit  exposures  for  on-balance  sheet  transactions,  such  as  loans. 
Consequently,  such  analysis  is  fundamental  to  the  viability  of  an  organization  which  uses 
derivatives.  Institutions  typically  disclose  in  their  annual  reports  and  other  financial 
reports  their  replacement  cost  exposures  due  to  derivative  activities.  This  amount 
represents  the  exposure  if  ^  counterparties  default  simultaneously. 

A  G30  survey  of  industry  practice  reveals  that  approximately  66%  of  dealers  use 
internally  developed  methods  to  assess  credit  risk  that  are  based  on  maximum  exposure 
calculations  using  historical  volatilities.  Only  22%  of  dealers  surveyed  use  the  Original 
Exposure  Method  (OEM),  which  is  a  static  model  of  credit  risk,  and  only  12%  of  dealers 
surveyed  intend  to  use  the  OEM  in  the  future. 

While  credit  risk  is  certainly  an  important  consideration,  counterparty  default  in  a 
derivative  transaction  does  not  always  cause  a  loss.   For  a  credit  loss  to  occur  on  a 
forward  or  swap  transaction  for  example,  two  conditions  must  co-exist  --  that  the 
counterparty  defaults  and  that  the  replacement  cost  of  the  transartion  (i.e.,  the  exposure) 
is  positive.       Derivatives  allow  institutions  to  alter  their  balance  sheet  without  the  risk 
of  losing  principal,  as  they  would  if  a  counterparty  defaulted  on  a  loan. 

Counterparty  risk  in  options  is  one-sided.   Sources  point  out  that  the  buyer  of  an 
option  typically  pays  in  full  for  the  option  at  contract  initiation.  The  seller,  however,  is 
not  required  to  perform  until  the  option  is  exercised.  This  exposes  the  buyer  to  credit 
risk  in  that  the  seller  may  default  prior  to  fulfilling  the  commitment  under  the  option. 

(1)       Credit  Risk  for  Exchange-Traded  Versus  OTC  Derivatives 

The  credit  exposure  of  derivatives  traded  on  exchanges  is  different  than 
derivatives  tr;;ded  OTC.   Research  shows  that  ordinary  exchanges  use  two  devices  to 


'"  This  i<  in  contnsi  to  the  one-«i<led  credit  expoture  of  a  lout.   Default  requires  only  that  the  borrower  be  in  nnancial  ditlreo. 
Moreorcr,  the  creditor  face*  default  ritk  on  intetcn  payments  and  the  unamortized  principal  of  a  loan  throughout  iu  life.  In  a  forward 
or  swap,  the  notional  principle  generally  is  not  at  risk.  This  is  not  true  for  the  principal  of  a  loan.  These  differences  explain  why  the 
impact  of  credit  differentials  on  swap  spreads  are  much  smaller  than  on  loans. 
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manage  and  virtually  eliminate  credit  risk. 

(a)  Position  Valnatioii:  The  value  of  each  position  is  marked-to-market  at  the  end 
of  earh  trading  dav.  The  change  in  value  of  the  position  is  paid  to  or  received  from  the 
exchange  at  the  end  of  every  diay.  The  performance  period  of  a  contract  is  reduced  to 
one  day,  and  the  risk  of  counterparty  default  declines  accordingly. 

(b)  Collateral  Reqairement:  All  exchange  market  participants  are  required  to  post 
collateral  known  as  margin  for  all  futures  transactions  and  for  the  sale  of  all  options 
transactions.  If  the  value  of  the  position  should  fall,  causing  the  margin  account  to 
decrease  below  a  preset  maintenance  level,  payment  is  required  to  bring  the  margin 
account  back  to  the  appropriate  level. 

In  acting  as  the  buyer  for  each  sale  and  the  seller  of  each  purchase  for  exchange- 
traded  derivatives,  the  exchange  itself  is  the  counterparty  to  all  trades.  The 
clearinghouse  mechanism  of  the  exchange  substitutes  the  combined  creditworthiness  of 
exchange  members  for  that  of  an  individual  counterparty.  Given  this,  industry  sources 
agree  that  counterparty  credit  risk  in  ordinary  exchanges  is  significantly  reduced. 

In  contrast,  the  Minority  Staff  discovered  that  the  bUateral  nature  of  OTC 
derivative  transactions,  along  with  their  generally  longer  performance  period  (owing  to 
the  absence  of  the  standardized  collateral  requirements  and  daily  settlements)  can  lead 
to  higher  levels  of  counterparty  credit  exposure.  Data,  confirmed  by  Minority  Staff 
meetings  with  market  participants  and  industry  representatives,  indicates  that  the 
presence  of  credit  risk  effectively  limits  participation  in  these  highly  competitive  markets 
primarily  to  financially  strong  institutions.  Even  among  these  financially  strong 
institutions,  management  and  market  discipline  as  well  as  regulatory  oversight  are 
structured  to  limit  both  risk  taking  and  active  involvement  by  institutions  that  show  signs 
of  financial  problems.  Counterparties  routinely  reduce  exposures  to  weakening 
institutions  by  reducing  the  volume  and  maturity  of  transactions  they  conduct  with  those 
institutions,  and  by  requiring  collateral  to  mitigate  credit  risk. 

Credit  risk,  according  to  market  participants,  is  predictable  and  controllable. 
Factoring  in  a  potential  inaease  to  the  mark  to  market^^*  value  allows  dealers  and  end- 
users  to  accurately  portray  their  CTedit  risks  and  act  accordingly  by  requiring  collateral  or 
by  reducing  the  scope  of  activity  with  troubled  participants. 

Aside  from  the  mark-to-market  and  allowances  for  potential  increases,  other 
parameters  are  available  to  market  participants  to  help  them  assess  credit  risks.  The 
credit  quality  of  the  counterparty  is  clearly  a  primary  factor  in  determining  whether  to 
even  enter  into  an  agreement  with  that  counterparty.  As  stated  before,  entities  generally 
cannot  even  participate  in  these  markets  unless  they  meet  certain  stringent  criteria  such 
as  quality  of  credit  Other  parameters  include  collateral,  documentation  provisions,  and 
choice  of  instrument  complexity  (from  plain  vanilla  to  highly  customized  agreement). 


"'  Some  have  nigjesicd  thai  iiui1dii(  to  muket  ii  too  difTicult,  impreciic,  and  mi<leadij)(.   Ratiooak  for  Ihii  stems  from  the 
compknty  of  accurately  detenninini  the  value  of  an  exodc,  cuatom-tailofcd  iovcstmeot  with  aumerous  value  compooenta.   Chtict 
argue  that  there  is  no  basis  for  detenninin|  value  because  the  iostruneol  is  unique,  aaO  consequently,  mart  to  market  can  be 
misleading.   Proponents  argue  that  by  breaking  down  a  derivative  contract  into  its  compooeat  "plain  vanilla*  parts,  and  valuing  each 
part,  an  accurate  raeasuie  of  value  can  be  dctemuied. 
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Credit  risks,  however,  although  relatively  simple  to  control  and  administer,  are  very  real 
The  Minority  Staff  found  that  market  participants  clearly  recognize  this  and  account  for 
it  in  their  risk  management  functions. 

b.  Managing  Credit  Exposure 

The  first  step  in  managing  credit  risks  is  the  ability  to  understand  them.  The 
Minority  Staff  found  that  market  participants  appear  to  understand  these  risks  and 
consequently  were  prepared  to  manage  them. 

Market  participants  indicate  that  the  credit  risk  in  derivatives  is  generally 
addressed  through  counterparty  credit  evaluation  and  by  the  use  of  risk  limits  for 
counterparties.  The  credit  quality  of  the  users  of  global  derivatives  is  typically  high.   For 
less  creditworthy  counterparties,      credit  enhancement  methods  such  as  collateral  are 
often  employed. 

The  principles  of  managing  credit  risks  appear  to  be  the  same  as  for  traditional 
banking  products.  This  is  consistent  with  the  premise  that  derivative  risks  are  more  or 
less  comparable  to  traditional  banking  product  risks.   Specifically,  the  evaluation  of  the 
credit  exposures  of  derivative  transactions  is  made  on  a  comparable  basis  with  those 
exposures  for  on-balance-sheet  activities."' 

There  was  a  consensus  among  sources  that  the  credit  risk  in  OTC  derivative 
products  can  be  protected  against  and  managed  by  several  principal  activities:  requiring 
collateral,  maintaining  adequate  capital,  requiring  netting  agreements,  thorough  analysis 
of  credit  quality,  and  duration  of  contracts.  Generally,  counterparties  also  will  reduce 
credit  exposures  to  weakening  institutions  by  reducing  the  volume  and  maturity  of 
transactions  they  conduct  with  those  institutions.  The  issue  of  netting  is  particularly 
important;  the  amount  of  counterparty  credit  risk  associated  with  derivatives  can  be 
substantially  decreased  if  the  counterparties  enter  into  legally  enforceable  netting 
agreements.  For  a  comparison  of  net  exposure,  with  netting,  versus  gross  exposure  at 
bank  holding  companies,  see  Chart  13. 

Throughout  the  Minority  Staffs  meetings  with  market  participants,  and  in 
consulting  research  sources,  it  was  discovered  that  dealers  adopt  policies  and  procedures 
to  manage  counterparty  credit  risk  including,  primarily: 

(1)       Internal  controls 

Internal  controls  ensure  that  credit  risk  is  assessed  prior  to  entering  into 
transactions  with  a  given  counterparty  and  that  credit  risk  is  monitored  over  the  life  of 
the  transaction.   Internal  controls  fall  under  the  umbrella  of  operating  risk,  discussed  in 


'"  This  doe*  not  indicate  poor  credit  quality,  ai  all  participants  must  be  highly  rated  to  even  enter  the  maitetx. 

"•  For  comparison  purposes,  a  "Loan  Equivakncy  Measure"  is  used  to  correlate  on-  and  off-balance  exposures.  A  Loan 
Equivalency  Measure  is  an  equivalent  measure  o(  on-balance  sheet  exposure  for  the  off-balance  risk  created  by  a  financial  derivative 
transaction. 
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detail  later  in  this  section."'  Important  internal  controls  to  minimize  credit  risk  include: 

(a)  Establishment  of  appropriate  guidelines,  policies  and  procedures  to  assess  and 
manage  credit  risk.  This  includes  tight  supervision  and  approval  by  senior  management 
Guidelines,  policies  and  procediires  should  be  applied  before  entering  into  a  transaction 
and  maintained  throughout  the  duration  of  the  transaction.  The  bank  regulators  as  well 
as  the  Group  of  Thirty  suggested  that  for  derivative  dealers,  the  establishment  of  credit 
lines  and  the  monitoring  of  credit  exposures  should  be  done  by  an  independent  credit 
analysis  group,  rather  than  by  people  directly  involved  in  the  execution  of  the  transaction 
(e.g.,  marketing  or  trading  personnel).  They,  as  well  as  industry  sources,  concurred  that 
end-users  also  should  follow  comparable  procedures.  Separation  of  responsibility  is 
intended  to  prevent  conflicts  of  interest  and  to  ensure  that  the  assessment  of  credit 
exposure  is  done  objectively. 

(b)  Only  personnel  with  significant  expertise  in  the  field  of  derivatives  should  be 
employed  to  conduct  and  participate  in  these  activities.  Market  participants  agree  that 
while  professional  expertise  is  essential  in  any  field,  it  is  particularly  important  for 
derivatives.  Regulators  concurred  in  their  responses. 


(2)       Documentation 

Sound  internal  control  practices  and  guidelines,  policies  and  procedures  are  the 
first  step  in  managing  credit  risk.  Market  participants  also  agree  that  proper 
documentation  will  ^so  help  reduce  and  control  CTedit  exposure  to  counterparties. 
Trade  organizations  and  other  professionals  have  developed  standard  master  agreements 
which  address  the  risks  relating  to  derivatives. 

The  International  Swaps  &  Derivatives  Association  (ISDA)  was  formed  to,  among 
other  things,  standardize  and  simplify  rate  swap  documentation."     In  1985,  ISDA 
published  the  first  edition  of  the  Code  of  Standard  Wording  Assumptions  and  Provisions 
for  Swaps  (the  "Swaps  Code").  In  1986,  ISDA  published  the  second  edition  of  the  Swaps 
Code.   ISDA  published  two  forms  of  master  swap  agreements  in  1987.   In  1992,  ISDA 
revised  the  two  forms  and  released  them  as  the  most  current  swap  master  agreements. 
The  ISDA  agreements  are  structured  so  that  the  counterparties  execute  a  master 
agreement  intended  to  set  the  general  terms  and  conditions  for  all  futiu-e  swap 
transactions  entered  into  between  the  counterparties.  Subsequent  transactions  are 
handled  through  supplements  that  indicate  the  exaa  terms  of  each  transaction. 

The  Minority  Staff  found  that  there  is  some  divergence  on  what  forms  of  language 
should  be  contained  within  the  documents,  but  it  is  generally  agreed  that  in  terms  of 
documentation,  master  agreements  currently  in  place  cover  the  principal  elements 
required  for  proper  functioning  of  the  derivative  markets. 

It  should  be  noted  that  the  use  of  multiple  master  agreements  between  two 
parties  may  introduce  the  risk  of  "cheny-picking"  between,  or  among  master  agreements. 


'  Sm  Scctioa  BAj  Opentiag  RM. 

■  Cipatidcs.  Mkhael  G-  A  Guide  to  Ihe  Cipitii  NUiten  Attivitkt  of  fff nlB  tlrf  Pflllt  Hfft^'f  ^^""'"^  Bomk  Priiitui(.  1990. 
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Market  participants  agree  that  in  general,  dealers  are  well  served  by  using  a  single 
master  agreement 


(3)       Strategies  for  Credit  Enhancement  and  Risk  Reduction 

As  part  of  the  ongoing  study,  the  Minority  Staff  attempted  to  confirm  with  market 
participants  what  kind  of  strategies  they  employed  for  credit  enhancement  and  credit  risk 
reduction.   General  consensus  revolved  around  two  main  points: 

(a)  Reduce  the  probability  of  default:  Reducing  the  probability  of  default  includes 
taking  standard  cautionary  measures  to  appropriately  evaluate  counterparties.  This 
includes  credit  evaluation  using  public  information  such  as  credit  ratings,  and  proprietary 
models;  the  degree  of  complexity  of  the  derivative  transactions  entered  into;  and 
duration  of  the  agreements. 

Some  derivative  dealers  have  recently  enhanced  their  credit  ratings  by  establishing 
special  purpose  vehicles,  or  special  operating  subsidiaries  with  a  credit  rating  that  is 
higher  than  the  parent."'   This  serves  to  eliminate  many  of  the  basic  concerns,  such  as 
credit  risk  exposure,  faced  by  participants  in  this  industry. 

(b)  Reduce  the  exposure  on  the  underlying  transaction:  The  Minority  Staff  found 
that  use  of  collateral  arrangements  varies  considerably  across  participants,  from  those 
who  always  require  it  to  those  who  require  it  only  on  a  periodic  basis.   Some  entities 
require  counterparties  to  f)ost  collateral  regardless  of  credit  standing;  others  operate 
more  on  a  "know  your  counterparty"  basis,  where  good  faith  sometimes  substitutes  for 
collateral.   Although  collateral  arrangements  vary,  the  trend  for  usage  of  collateral 
requirements  appears  to  be  rising.   Collateral  is  posted  based  on  the  mark-to-market 
exposure  on  the  underlying  transaction.'^" 

Reducing  exposure  on  underlying  transactions  also  involves  selectivity  in  the  type 
of  transactions  between  counterparties.   Duration  of  contracts  is  an  important 
consideration,  as  is  the  level  of  complexity  of  the  agreement  itself.  Complexity  ranges 
from  "plain  vanilla"  to  highly-technical  transactions  which  require  special  consideration. 

As  derivative  activity  evolves,  participants  will  naturally  continue  to  develop  new 
strategies  to  manage  and  reduce  credit  risk.   Some  participants  will  undoubtedly  seek 
new  ways  to  bolster  their  creditworthiness  with  capital-based  structures,  while  others  will 
pursue  solutions  that  are  based  less  on  capital  and  more  on  limiting  exposure  on  a 
periodic  basis  through  such  devices  as  collateral  arrangements.  Under  either  approach, 
market  participants  agree  that  increased  netting  arrangements  that  are  legally 
enforceable  will  play  a  major  role  in  reducing  credit  risk. 


'"  See  section  on  Sepaniely  Capiulizcd  Subsidiaries.  Sectiaa  A.4.i.(S):  Sefmal^  Ci(iiu&icil  Subcidiuici,  for  deuilt.  Also  see 
responses  to  Question  #11  posed  to  the  regulaiore  by  Representative  Leach. 

**  More  CO  coUateial  is  contained  in  Sectka  B.lx^  CaOatefil. 
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(4)       Reserve  Method  for  Managiiig  Credit  Risk 

The  reserve  method  for  assessing  and  managing  credit  risk  automatically  sets 
aside  a  specific  reserve  to  cover  potential  credit  risk  associated  with  each  derivative 
transaction.  This  method  is  used,  for  example,  by  certain  derivative  dealers  who  set  side 
a  reserve  for  credit  risk  calculated  separately  from  any  regulatory  capital  requirement 

c.  CoUaterai  Protection  Against  Credit  Risk 

Collateral  ^'^  is  an  important  factor  in  the  management  of  risks  associated  with 
derivative  activities.  Collateral  arrangements  can  be  unilateral  or  bilateral.   Unilateral 
agreements  require  one  counterparty  to  deliver  collateral  on  trades  in  which  it  has  a 
negative  mark-to-market  value.   In  this  case,  the  other  counterparty  in  the  transaction  is 
not  required  to  post  collateral.  Unilateral  collateral  arrangements  generally  are  used 
when  one  of  the  counterparties  is  less  creditworthy  than  the  other.   Bilateral  collateral 
arrangements  require  two-way  movement  of  collateral  whereby  the  counterparty  with  the 
negative  mark-to-market  value  collateralizes  the  exposure  to  the  other  party. 

Collateral  arrangements  are  always  negotiated  by  the  counterparties  to  address 
the  concerns  of  both  parties.  As  such,  collateral  arrangements  differ  according  to  the 
conditions  under  which  collateral  must  be  provided,  the  amount  of  up-front  collateral 
required  (if  any),  and  the  frequency  with  which  collateral  calculations  are  made. 
Specifically,  some  collateral  arrangements  are  structured  so  that  the  obligation  of  a 
counterparty  to  post  collateral  is  triggered"*  by  an  event  such  as  a  credit  downgrade  or 
material  adverse  change  in  financial  condition  whereby  the  other  party  has  "reasonable 
grounds  for  insecurity,"  or  a  specified  threshold  level  of  exposure  has  been  reached.   It 
should  be  noted  that  trigger  provisions  based  on  a  credit  downgrade  or  other  adverse 
changes  have  the  potential  to  create  sudden  and  sizeable  liquidity  requirements."^ 
Derivative  dealers  and  end-users  should  carefully  consider  their  capacity  and  the  capacity 
of  their  counterparty  to  meet  such  potential  liquidity  requirements  when  they  negotiate 
such  provisions. 

A  counterparty  can  enhance  its  own  CTedit  standing  by  agreeing  to  post  collateral 
to  reduce  or  ofEset  the  exposure  in  a  derivative  transaction.  In  an  enforceable  collateral 
arrangement,  if  the  counterparty  that  pledged  collateral  were  to  default,  the  other 
counterparty  would  be  entitled  to  use  the  coUaterad  to  offset  payment  of  the  defaulted 


"'  This  teciioo  •ddresaet  the  inditioiuU  utet  of  colUienl.   For  a  teptrtie  diicuoioa  of  coUJtenI  «s  it  tppliet  to  ckthnghouw 
otbel,  refer  to  Seetka  D.^  Cc*ati itt  SittlriM  ru\umit 

'"  Some  martet  participuiti  have  negotiated  cootncu  that  requite  the  poaiaf  o4  coUatenJ  if  certain  'triggering  eveotx'  occur.   la 
Kxoe  caiet,  the  triggering  event  it  bated  on  the  Bze  of  expocure  uting  martet  values;  in  other  catet  it  may  be  bated  on  the 
creditworthinett  of  the  counterparty.   For  enmpte,  an  AAA  rated  company  may  be  requited  under  a  derivative  contract  to  deliver 
ctjUateral  should  iu  credit  rating  decline  to  a  BBB  grade. 

'"  See  Scdioa  &Sj  Mutet  iMfmStf  KA  for  further  deiailt. 

•"  See  Seciiaa  BJj  gjinaic  Ri*  for  further  details. 
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obligation. 

To  enhance  the  enforceability  of  collateral  arrangements,  a  security  agreement 
addendum  may  be  attached  to  the  customer  master  agreement.  The  agreements 
generally  are  customized  according  to  the  needs  of  the  counterparties.  If  all  trades  made 
between  the  two  counterparties  within  a  particular  product  group  -  that  is,  all  cities, 
branches,  subsidiaries,  or  affiliates  --  are  netted,  then  the  collateral  agreement  would 
reflect  this  and  thus  avoid  sending  collateral  to  one  location  while  receiving  collateral 
from  another. 

If  netting  applies  and  is  enforceable,  the  collateral  is  generally  based  on  the  net"^^* 
negative  mark-to-market  value  of  a  position.  If  netting  does  not  apply,  the  collateral 
arrangement  is  often  on  a  gross^^'  basis.  The  most  conmion  form  of  collateral  is  cash 
and  government  securities.  The  security  interest  on  the  collateral  typically  is  required  to 
be  perfected  with  delivery  mechanics  and  further  assurances  as  demanded  by  the  secured 
party. 

Collateral  arrangements  represent  a  small  portion  of  gross  credit  exposure.   Most 
dealers  report  that  less  than  5%  of  their  gross  credit  exjwsure  to  counterparties  is 
collateralized;^^'  similarly,  less  than  5%  of  their  counterparties'  gross  exposure  to  the 
dealers  is  reported  to  be  collateralized.  This  is  in  sharp  contrast  to  collateral 
arrangements  in  the  exchange  markets,  where  all  market  participants  are  required  to 
post  collateral  known  as  margin. 

(1)       Views  on  Collateral' from  the  Regulatory  Community 

Collateral  is  the  margin  deposited  by  customers  to  their  FCMs  and  clearing 
members  to  the  clearing  organization,  in  the  case  of  exchange  markets,  and  to 
counterpanies,  in  the  case  of  OTC  markets,  to  secure  their  performance  on  the  contracts 
they  hold. 

Regulators"'  agree  that  the  use  of  collateral  is  increasing  among  participants  in 
the  financial  derivative  markets,  and  they  expect  this  trend  to  continue.  Regulators  also 


'"  The  OCC  publitbed  a  Notice  of  Propaced  Rukmalcing  on  ColUtenlized  Trmnxactioos  which  would  uneod  tb«  ritk-based  capital 
guidelines  to  lower  the  ritk  weight  from  20%  to  0%  for  particular  transactiom  that  are  cdlateraliied  by  cash  or  government  secuntiet. 
According  to  the  OCC  thi»  ri£k-ba*ed  treatment  would  more  accurately  reflect  the  minimal  operational  risk  and  the  near  absence  of 
credit  risk  for  certain  iransactiooa. 

"*  Positions  are  examined  with  respect  to  all  tnemben  collectively. 

'"  Positions  are  examined  for  each  member  individually. 

■"  The  degree  to  which  participants  in  the  OTC  martett  require  collateral  varies  sigoiTicaotly.  Some  entities  always  require 
coUateial,  regardless  of  the  financial  conditioo  of  the  counterparty;  others  only  require  colUteral  under  specified  circumstances. 

""  Office  of  the  CompitoUer  of  the  Currency  (OCQ;  Federal  Deposit  Insurance  Corporation  (FDIC);  Office  of  Thrift  Supervision 
(OTS);  Federal  Reserve  Board  (FED);  Securities  and  Exchange  Commission  (SEC);  New  York  Suie  Banking  Board  (NYSBB):  and 
Commodity  Futures  Trading  Commission  (CFTQ.   See  responses  to  Question  #17  posed  to  the  reguUtors  by  Represenutive  Leach. 
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agree  that  prudent  uses  of  collateral  arrangements  will  add  to  the  stability""  in  the 
derivative  markets  by  limiting  aedit  exposures."^  According  to  the  FDIC,  collateral 
arrangements  are  appropriate  given  that  excessive  or  unwarranted  exposure  on  an 
unsecured  basis  would  be  subject  to  regulatory  criticism  on  safety  and  soundness  grounds. 
The  SEC  noted  several  benefits  from  the  maintenance  of  adequate  margin  levels.  First 
adequate  margin  serves  to  reduce  speculative  trading  by  highly  leveraged  participants, 
and  second,  adequate  margin  levels  reduce  the  capital  exposure  of  broker-dealers  and 
clearing  firms  during  periods  of  market  volatility. 

The  FED  quantified  their  favorable  judgement  of  using  collateral  in  derivative 
transactions.  According  to  their  answers,  "use  of  collateral  must  be  incorporated  in  the 
overall  context  of  the  institution's  credit  process.. .banks  should  still  conduct  a  detailed 
credit  risk  analysis  that  includes  a  careful  evaluation  of  the  counterparty's  overall  ability 
and  willingness  to  perform  on  a  contract  as  agreed."  They  added:  "Once  the 
creditworthiness  is  determined,  the  bank  should  establish  limits,  [and  at  that  time] 
consider  the  value  of  any  collateral  that  reduces  credit  risk."  Given  this,  the  FED  stated 
that  "obtaining  collateral  does  not  exempt  the  bank  from  following  basic  credit  analysis 
procedures." 

In  agreeing  with  the  other  regulators  that  collateral  arrangements  are  appropriate, 
the  FED  noted  that  "the  use  of  coUateral...is  an  acceptable  practice  provided  certain 
minimum  safeguards  are  met."  They  identified  the  safeguards  as  1)  the  bank  having 
control  of  the  collateral,  and  that  it  should  be  readily  marketable,  and  2)  the  bank 
should  have  the  ability  to  terminate  the  contraa  if  the  collateral  becomes  impaired,  and 
have  the  ability  to  substitute  or  liquidate  the  collateral  in  a  timely  manner. 

The  regulators  noted  several  drawbacks  associated  with  collateral.  The  OCC,  for 
example,  has  discouraged  banks  fi'om  encumbering  significant  amounts  of  their  highest 
quality,  and  most  liquid  assets.  They  added  that  "bank  managers  should  ensure  that 
sufficient  amounts  of  other  liquidity  sources  would  be  available  to  meet  funding  needs  in 
stable  as  well  as  deteriorating  scenarios."  The  OCC  also  discourages  banks  from 
entering  into  arrangements  where  only  the  bank  is  required  to  post  collateral."^  The 
SEC  noted  that  "although  it  may  be  preferable  that  all  transaaions  be  collateralized, 
industry  competition  may  make  this  impracticable." 

The  OTS  suggested  that  "excessive  collateral  requirements  might  discourage  the 
use  of  derivatives  for  risk  reduction  purposes."  They  added  that  "mandatory  collateral 
requirements  could  reduce  liquidity  in  the  derivative  markets."  On  this  topic,  however, 
the  OCC  noted  that  "inaeased  use  of  collateral  arrangements  should  also  improve 
market  liquidity  because  such  arrangements  would  enable  more  participants  to  access 


'"  The  CFTC  noted  thai  durinj  lh«  Octobtr  1987  rin»nd»l  nurkcu  cnsh.  the  <l»ily  Ocumoet  and  fcttkOKnt  lyttemi  for  the 
exchange  martcts  functioned  «U  despite  marfin  flow*  of  unprecedented  size,  reaching  at  much  at  JZi  bitlioo  on  a  tingle  day.   On  the 
exchange  maiteu  during  tha  period,  no  cuttctner  fundt  were  loci  at  a  result  of  as  FCM  failure  or  default  and,  in  fact,  oo  PCM  failed 
duiiog  Ihit  critical  period. 

"'  The  OTS  reported  that  avingi  KKKiatioat  are  required  to  restrict  their  chcKC  of  countcrputies  to  banks  and  well-capiulized 
ooobank  counterparties. 

■»  This  is  an  exsople  of  a  onilatenl  collateral  amngemenL  Unilateral  arrangentenis  are  typically  used  witen  one  of  the 
counterparties  is  less  cicditwotthy  than  the  other. 
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these  markets.""' 

The  FED  reported  that  excessive  reliance  on  collateral  triggers,  particularly  those 
based  on  creditworthiness,  can  be  imprudent  Such  collateral  arrangements  could  place 
substantifd  liquidity  pressures  on  a  counterparty  just  when  its  CTeditworthiness  is 
weakening  and  its  access  to  liquidity  is  more  limited. 

As  with  any  other  factor  which  serves  to  support  an  artivity,  imprudent  or 
excessive  uses  of  collateral  will  be  detrimental  to  the  very  purpose  of  the  activity. 

2.         MARKET  RISK 

The  market  risk  of  a  derivative,  like  other  financial  instruments,  is  the  risk  of  a 
decline  in  the  value  of  the  contract  arising  from  adverse  movements  in  the  price,  index, 
or  rate  of  the  instrument  underlying  the  contract.  Market  risk  depends  both  on  the 
potential  magnitude  of  changes  in  the  underlying  asset  (often  termed  its  "volatility")  and 
on  the  relationship  between  changes  in  the  value  of  the  underlying  asset  with  the  value 
of  the  derivative.  The  latter  factor,  the  "price  sensitivity"  of  the  derivative,  can  vary 
considerably  depending  on  the  terms  of  the  derivative  contract  For  options,  in 
particular,  the  price  sensitivity  may  vary  considerably  as  the  price  of  the  underlying  asset 
changes. 

The  market  risk  of  derivatives,  like  that  of  any  other  financial  instrument,  by 
definition  depends  upon  their  price  behavior  when  market  conditions  change.  In  order 
to  explain  this  behavior,  a  dealer  or  end-user  must  identify  the  components  of  market 
risk  and  understand  their  interaction.  The  assessment  of  market  risk  relies  on  a  mark- 
to-market  valuation  of  derivatives  and  the  underlying  instruments  which  may  serve  as 
hedges. 

Derivative  participants  agree  that  because  the  market  risk  of  the  derivative 
product  is  related  to  the  market  risk  of  the  imderlying  asset  the  underlying  asset  may  be 
used  to  offset  the  market  risk  of  the  derivative.   Some  say  that  the  appropriate  approach 
to  measuring  market  risk  is  not  to  measure  the  price  sensitivity  of  the  individual  contract 
but  of  the  portfolio  of  contracts  and  related  assets  and  liabilities  that  a  particular  dealer 
holds.  Thus,  the  market  risk  that  a  swap  dealer  is  subject  to,  and  for  which  his  capital 
should  be  assessed,  would  be  the  net  change  in  the  value  of  the  swap  portfolio,"*  along 
with  the  change  in  the  value  of  any  instruments  used  to  offset  the  portfolio  (e.g.,  debt 
securities  or  interest  rate  or  currency  futures),  that  would  result  from  anticipated  changes 
in  the  relevant  price  or  rate. 

One  of  the  more  severe  problems  in  measuring  market  risk  is  the  possibility  of 


'"  CoUaienU  it  widely  pciceived  as  being  benericial  and  conducive  to  paiticipatioo  in  the  fininrial  dcnvidve  auikea.  It  is 
important  to  note,  however,  that  mandatory  collatenJ  requirements  which  are  loo  high  wiU  be  atsf^tfd  by  certain  Tirms  as  too  costly, 
and  will  consequently  prevent  them  from  entering  into  transactions.   Determining  the  appropriate  level  of  collateral  to  fulTiU  its 
purpose  while  balancmg  its  cost  repercussioa  is  a  delicate  and  critical  compoiKnt  of  risk  managemeoL 

"*  The  Intematiooal  Swap  Dealers  Association  has  developed  a  master  agreement  that  allows  an  intertnediary  to  combiiK  all  of  its 
transacticxu  with  a  defaulted  counterparty  and  establish  a  fiiul  net  payment  Accordingily,  it  is  arjued  that  regulators  should  recognize 
netting  in  their  capital  guidelines  by  applying  the  charges  to  the  net  and  not  the  grots  amount  of  credit  risk.  The  problem  with  this 
approach  is  that,  although  netting  2enerallv  is  legally  recognized  in  U.S.  bankiuptcv  law,  its  legal  status  is  uncertain  in  some  countries. 
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mispricing  derivative  products.  Because  prices  of  specific  OTC  derivatives  products 
generally  are  not  publicly  available,  prices  of  derivatives  must  be  determined  using 
financial  models.  But  over-reliance  on  a  financial  model  could  cause  a  firm  significant 
barm.  For  example,  reliance  on  a  financial  model  that  incorrectly  predicts  future 
volatility  of  the  underlying  instrument  may  lead  to  financial  distress  or  even  cause  the 
failure  of  a  weaker  fum.  This  leads  to  issues  of  systemic  risk,  which  are  contained  at  the 
end  of  this  section. 


a.  Valuing  Derivative  Portfolios 

The  Group  of  Thirty,  in  their.  Global  Derivatives  Study  Group  Report  of  July 
1993,  summarized  the  opinion  of  market  participants  by  emphasizing  that  the  challenge 
of  market  risk  management  begins  with  proper  valuation  of  derivative  f>ortfoUos. 
According  to  their  July  1993  publication.  Derivatives:  Practices  and  Principles,  members 
of  the  Group  of  Thirty  study  group  stated  that  it  is  essential  for  market  participants  to 
apply  appropriate  methodologies  in  valuing  their  derivative  portfolios.   Incorrect 
valuation  leads  not  only  to  inaccurate  income  recognition,  but  also  to  inaccurate  hedging. 

Of  the  dealers  responding  to  the  G30  survey,  85%  indicate  that,  for  risk 
management  purposes,  they  mark  their  derivative  portfolios  to  market  as  opposed  to 
other  valuation  techniques,  such  as  lower-of-cost-or-market  or  accruals  accountiiig.  Of 
the  dealers  that  currently  do  not  mark  to  market,  the  majority  have  plans  to  begin 
marking  to  market  in  the  future.   Large,  or  "global,  full-range"  dealers  tend  to  mark  to 
market  to  a  greater  extent  than  dealers  with  a  more  limited  scope  of  activity.  In 
meetings  with  market  participants  in  New  York,  the  Minority  Staff  found  that  all  dealers 
mark  on  a  daily  basis;  some  end-users  mark  less  frequently  -  on  a  monthly  basis  for 
example. 

Many  dealers  do  not  run  perfectly  matched  derivative  portfolios.  For  those 
dealers,  rebalancing  and  rehedging  their  fwrtfolios  with  market  moves  and  the  passage  of 
time  requires  the  ability  to  value  portfolios  frequently,  even  intra-day  in  the  case  of  some 
option  portfolios.  77%  of  responding  dealers  to  the  G30  Report  indicate  that  they  value 
their  portfolios  on  a  daily  basis.  A  higher  percentage  of  large  and  global  dealers  mark 
daily,  compared  with  smaller  or  purely  domestic  dealers.  Among  end-users  that  use 
derivatives,  54%  value  their  positions  daily  and  38%  monthly. 

b.  Measuring  Marlcet  Risk 

Risk  managers  within  the  derivatives  industry  have  developed  and  continue  to 
develop  various  ways  to  quantify  market  risks.  The  G30  survey  results  suggest  that,  when 
measuring  market  risk,  43%  of  dealers  quantify  the  maximum  loss  for  an  arbitrary 
specified  scenario,  while  30%  responded  that  they  employ  a  value-at-risk  measurement. 
About  50%  of  large  dealers  employ  a  value-at-risk  measurement'" 

There  are  conflicting  reports  on  the  value-at-risk  method.  In  meetings  with 


'  See  Sectiaa  B2ik(l>  Vilye-M-Riik  Melkod. 
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market  participants,  several  did  not  agree  with  the  GSCs  assessment  of  value-at-risk. 
Each  entity  had  its  own  specific  method  of  measuring  market  risk  and  while  each 
method  appropriately  quantified  this  risk,  the  use  of  different  parameters  varied  from 
firm  to  firm. 

Measuring  market  risk  under  all  but  the  simplest  method  raises  certain  technical 
challenges:  first  dealers  must  establish  a  measure  of  risk  that  can  be  applied  to  a  wide 
variety  of  derivatives.  This  is  especially  relevant  for  large  and  more  diverse  dealers, 
which  must  aggregate  and  assess  risks  across  a  wide  array  of  derivatives  and  markets. 
Second,  dealers  must  make  assumptions  about  imderlying  volatility  and  correlations  for 
both  instruments  and  markets.   In  addition,  they  must  address  issues  such  as  the 
appropriate  time  horizon  to  use  in  determining  historical  or  implied  volatility  and 
correlations  and  whether  this  data  suitably  predicts  future  levels. 

Another  challenge  involves  quantifying  and  preparing  for  the  consequences  of 
abnormal  market  conditions  when  the  assumptions  that  are  valid  under  normal  markets 
no  longer  apply.  The  G30  survey  indicates  that  61%  of  all  dealers  --  80%  of  large 
dealers  --  address  this  challenge  through  some  kind  of  stress  simulation  of  their 
portfolios. 

(1)       Value  at  Risk  Method  for  Managing  Market  Risk 

The  value  at  risk  method  for  assessing  and  managing  market  risks  assigns  a  single 
number,  called  the  value  at  risk,  to  measure  the  amount  a  firm  has  at  risk  due  to  market 
fluctuations.  Industry  sources  suggest  that  most  dealers  know  and  consider  some  or  all 
of  the  components  of  market  risk.   However,  the  use  of  one  consistent  measure  of 
market  risk,  such  as  value  at  risk,  is  more  prevalent  among  large  dealers. 

Value  at  risk  is  the  expected  loss  from  an  adverse  market  movement  with  a 
specified  probability  over  a  particular  period  of  time.   For  example,  a  value  at  risk 
calculation  using  two  standard  deviations  is  designed  to  predict  tiiat  with  97.5% 
probability,  any  change  in  portfolio  value  over  one  day  resulting  from  an  adverse  market 
movement  will  not  exceed  a  specific  amount.  (The  calculation  predicts  that  there  is  only 
a  2.5%  probability  that  the  value  of  the  portfolio  will  exceed  the  specific  amount.) 
Value  at  risk  encompasses  changes  in  all  major  risk  components  such  as  absolute  price 
or  rate  change  (delta),  convexity  (gamma),  volatility  (vega),  time  decay  (theta),  discount 
rate  (rho),  and  basis  or  correlation- 
Recommendation  5  of  the  July  1993  Group  of  Thirty  report  entitled  Derivatives: 
Practices  and  Principles"*  suggests  that  dealers  should  use  a  consistent  measure,  such  as 
value  at  risk,  to  calculate  daily  the  market  risk  of  their  derivative  positions  and  compare 
it  to  market  risk  limits. 

According  to  Group  of  Thirty  report,  once  a  method  of  risk  measurement  is  in 
place,  market  risk  limits  must  be  determined  based  on  factors  such  as:  management 
appetite  for  risk  versus  return,  capital  resources,  expeaed  profitability,  and  business 


"•  For  further  infonnauoo.  see  Sectioa  tU  Graup  of  Thoty  and  more  <»ei«U  in  ftffaria  H. 
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suategy. 

According  to  certain  industry  practitioners  with  whom  Minority  Staff  spoke,  the 
recommendation  that  firms  should  calculate  a  value  at  risk  number  seems  to  be 
provocative,  if  not  controversial.  Such  prartitioners  felt  that,  in  general,  assigning  one 
number  to  market  risk  would  be  neither  accurate  or  possible.   In  addition,  such 
participants  stated  that  the  level  of  activity  and  the  related  technology  varies  from  finn 
to  firm,  making  this  recommendation  impractical  and/or  unnecessary  for  many  market 
participants. 

The  question  of  whether  an  institution  should  be  required  to  disclose"^  a  market 
risk  measure  derived  from  internal  models  is  one  the  federal  banking  agencies  have 
issued  for  pubUc  comment  in  connection  with  their  proposal  for  interest  rate  risk."' 
Pending  industry  comments,  the  FED,  for  example,  is  undecided  about  the  sp)ecific 
nature  of  such  disclosures.   SEC  regulations  applicable  to  financial  reporting  exceed 
requirements  under  GAAP  by  requiring  dii;losure  of  information  that  is  indicative  of  a 
registrant's  market  risk  exposure  from  on-balance  sheet  items.   A  number  of  industry 
practitioners  with  whom  Minority  Staff  spoke  felt  that  a  value  at  risk  number  would  be 
useful  for  some  institutions  as  an  internal  risk  management  tool;  however,  they  felt  that 
to  disclose  such  a  number  could  be  counterproductive  and  misunderstood  by  the 
marketplace.  Each  firm,  for  example,  would  use  different  assumptions  in  their 
calculations  of  a  value  at  risk  number  based  upon  their  business  objectives.   In  that  way, 
value  at  risk  numbers  would  not  be  comparable  from  firm  to  firm. 

Alternatively,  David  MuUins,  Vice  Chairman,  Board  of  Governors  of  the  Federal 
Reserve  System,  stated  in  an  address  to  ISDA"'  that  "Finally  and  importantly,  one 
wonders  whether  the  recommendations  on  disclosure  (Recommendation  20)  go  far 
enough  to  address  the  serious  deficiencies  that  the  study  notes.   Noticeably  absent  from 
recommended  disclosure  is  a  summary  measure  of  market-risk  exposure." 


(2)       Stress  Test  Simulations 

Stress  test  simulations'*"  are  used  by  many  financial  institutions  and  by  virtually 
all  large  and  sophisticated  banks  to  identify  and  assess  risks.  They  can  be  vaJuable 
analytical  tools,  particularly  for  determining  the  impact  of  "worst-case"  scenarios.'*' 

The  FED  suggests  that  "firms  should  conduct  a  variety  of  stress  test  simulations 
and  should  also  vary  the  scenarios  examined  as  the  nature  of  risks  and  the  firm's 
exposure  to  them  evolve."  Other  regulators  concurred  that  stress  tests  are  an  important 


"'  The  Group  of  Thirty  report  recom.iKiKled  that  the  value  at  risk  number  be  calculated,  ad  ditcloied. 

'"  For  commenu  made  by  regulaton  on  martet  risk  disclocure.  see  Question  #13  poted  to  regulators  by  Repteseniative  Leach. 

"*  Rcmailcs  from  the  Global  Derivatives  Study  Sponsored  by  the  Croup  o(  Thirty  before  the  International  Swaps  and  Derivalrves 
Associaiioa.  Summer  Conference,  July  28,  1993. 

"*  Alto  sec  responses  to  Question  #16  posed  to  regulators  by  Representative  Leach. 

'"  Source:  Federal  Reserve  Board  and  Federal  Deposit  Insurance  Corporation  respoosei. 
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component  of  risk  management,  and  are  particularly  useful  in  raising  a  firm's  awareness 
of  the  potential  and  magnitude  of  change  that  could  occur  should  various  market  forces 
move  against  them  unexpectedly. 

The  FDIC  noted  that  stress  test  methodologies  tend  to  require  complex 
mathematical  models  and  extensive  data  bases,  and  that  even  the  most  sophisticated 
models  are  only  as  good  as  the  assumptions  implicit  in  the  underlying  data,  and  remain 
subject  to  individual  interpretation.  C)n  this  topic,  the  FED  added  that  simulations 
should  not  be  limited  to  results  of  computer  models.  The  FED  suggested  that  firms 
should  develop  contingency  plans  that  involve  operation  procedures,  such  as  the  response 
to  power  failures,  to  settlement  or  liquidity  problems,  to  programming  errors  that 
misprice  financial  products,  or  to  the  loss  of  key  personnel.  In  other  words,  firms  should 
consider  stress  testing  in  several  areas  of  their  operations,  and  not  only  to  prepare  for 
market  and  credit  risk  exposures. 

Stress  testing  for  credit  risk  would  need  to  focus  on  concentration  risk.  Testing  in 
this  area  is  particularly  important  should  proposals  on  clearinghouse  offset  for  the  OTC 
markets  be  advanced  or  implemented.'"  Stress  testing  for  market  risk  should  include 
assessing  the  effect  of  unusually  large  movements'"  in  interest  rates  or  exchange  rates. 
Stress  testing  for  liquidity  risks  should  include  estimations  of  cash  flow  needs  and 
collateral  usage  under  a  range  of  market  conditions.   In  addition,  to  evaluate  liquidity 
risk,  firms  should  consider  declines  in  the  firm's  own  credit  standing  as  well  as  major 
market  disruptions  such  as  the  1987  stock  market  crash. 

Regulators  do  not  always  require  that  entities  perform  stress  tests."*   However, 
the  Minority  Staff,  through  interviews  and  discussion  with  dealers,  end-users  and  other 
market  participants,  discovered  that  firms  using  derivatives'"  in  one  context  or  another, 
have  sophisticated  stress-testing  mechanisms  in  place  to  accoimt  for  sudden  shocks  or 
other  low-probability  market  disruptions. 

When  managing  market  risk,  according  to  industry  sources,  dealers  must  look 
beyond  the  particular  contracts  and  focus  instead  on  identifying  the  fundamental  risks 
they  contain  so  the  overall  portfolio  can  be  decomposed  into  underlying  risk  factors  that 
can  be  quantified  and  managed.  The  fundamental  risks  that  must  be  identified'** 
include  the  following: 

(a)       Absolute  price  or  rate  (delta)  risk:  This  is  the  exposure  to  a  change  in  the  value 
of  a  transaction  or  portfolio  corresponding  to  a  given  change  in  the  price  of  an 

underlying  instrument; 


■"  See  Seakm  D.-  Oan^ame  Tioftmlt  tot  tbe  Smmft  Maiketi. 

'"  For  example,  several  sumJud  dcviitions  from  niirenl  price,  or  as  the  \nfcst  price  move  observed  over  a  recent  historical 
period. 

'**  The  OCC  for  example,  doe*  no<  icquitc  banks  to  eoaduct  fofmal  strea  testinf  to  determine  potential  kxies  due  to  credit  risk. 

■*•  The  degree  o(  computer  tophisticatioa  Miich  Tirras  use  to  conduct  stress  tests  varies  in  the  industry.  The  Minority  Staff's 
meetinf  with  Reuten  hifhlighted  this  point  when  ibey  demonstrated  different  software  packa|es  dcsifoed  to  implement  stress  testing 
methodolofies  to  account  for  these  risks. 

"*  According  to  industry  sources  and  published  data. 
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(b)  Convcrity  (gamma)  risk:  This  is  the  risk  that  arises  when  the  relationship  between 
the  price  of  an  underlying  instrument  and  the  value  of  a  transaction  or  portfolio  is 
not  linear.  The  greater  the  non-linearity  (i.e.,  convexity)  the  greater  the  risk;"' 

(c)  Volatility  (vega)  risk:  This  is  typically  associated  with  options  and  is  the  exposure 
to  a  change  in  the  value  of  a  transaction  or  portfolio  resulting  from  a  given 
change  in  the  expected  volatility  of  the  price  of  an  underlying  instrument; 

(d)  Time  decay  (theta)  risk:  This  is  typically  associated  with  options  and  is  the 
exposure  to  a  change  in  the  value  of  a  transaction  or  portfolio  arising  from  the 
passage  of  time; 

(e)  Basis  or  correlation  risk:  This  is  the  exposure  of  a  transaction  or  portfolio  of 
differences  in  the  price  performance  of  the  derivatives  it  contains  and  their 
hedges;  and 

(0        Discount  rate  (rho)  risk:  This  is  the  exposure  to  a  change  in  the  value  of  a 

transaction  or  portfolio  corresponding  to  a  change  in  the  rate  used  for  discounting 
future  cash  flows. 


(3)       Identifying  the  Risks  of  Individual  Derivatives 

Market  risks  are  best  analyzed  in  terms  of  the  fundamental  risks  associated  with 
the  two  basic  typ>es  of  derivatives  they  may  contain:  forward-based  and  option-based 
derivatives."'  The  fundamental  risks  of  both  types  of  transactions  are  summarized 
below. 

(a)  Forward-Based  Derivatives:  The  market  risks  of  forward-based  derivatives  are 
relatively  straightforward  since  the  dominant  risk  is  absolute  price  or  rate  risk.   Changes 
in  the  price  of  the  underlying  instrument  result  in  propwrtional  changes  in  the  value  of 
the  derivative.   Forward-based  derivatives  generally  do  not  have  significant  exposure  to 
convexity  (gamma)  risk.   The  simplicity  of  the  market  risk  profile  of  these  derivatives 
makes  hedging  and  monitoring  risk  easier  than  for  option-based  derivatives. 

(b)  Option-Based  Derivatives:  The  risks  inherent  in  option-based  derivatives  are 
more  complex.  The  valuatioh  of  options  is  based  upon  a  set  of  theories  and 
mathematical  models  built  on  foundations  first  developed  in  the  1970s.  One  of  the  key 
contributions  was  the  option  valuation  model  developed  by  Fisher  Black  and  Myron 
Scholes.  The  Black-Scholes  model  identifies  five  factors  that  determine  the  value  of 
many  options: 

•  The  price  of  the  underlying  financial  instrument; 

•  The  exercise  price  of  the  option; 


'"  Convexity  or  gimnu  luk  i<  measured  by  the  expected  change  in  the  delu  of  a  tingk  tmuactioo  or  a  portfolio  in  response  to  a 
change  io  the  price  of  an  underlying. 

"*  Group  of  Thirty,  Derivaiives:  Pranices  and  Principles.  Washington,  D.C,  July  1993. 
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•  The  time  to  expiration  of  the  option; 

•  The  volatility  of  the  price  of  the  underlying  instrument;  and 

•  The  discount  rate  over  the  life  of  the  option. 

The  relationship  between  the  price  of  an  option  and  the  price  of  its  underlying  is 
not  constant,  as  is  the  case  with  forward-based  derivatives.  For  instance,  if  the  value  of 
the  option  changes  by  50%  of  the  change  in  the  price  of  the  underlying  financial 
instrument  at  a  given  price  of  the  underlying  instrument,  it  may  change  by  70%  at  a 
different  price.  Therefore,  the  price  sensitivity  of  an  option's  value  changes  with  changes 
in  the  price  of  the  underlying  instrument,  so  that  options  create  exposures  to  the  risk  of 
gaps  in  prices  of  the  underlying  instrument  as  well  as  directional  movements. 

Options  also  create  exposure  to  volatility  risk.  Changes  in  the  expected  volatility 
of  the  underlying  financial  instrument  will  affect  the  value  of  the  option,  even  if  the  price 
of  the  underlying  instrument  remains  constant  The  passage  of  time  also  affects  the 
value  of  an  option  because  of  time  decay  -  the  reduction  in  the  likelihood  that  the 
option  will  end  up  in-the-money  (or  further  in-the-money)  as  the  time  to  expiration  is 
reduced. 


(4)       Equity  Attribution  Method  for  Managing  Risks 

An  equity  attribution  method  is  designed  to  assess  and  manage  all  risks  associated 
with  derivatives  and  other  products  by  attributing  capital  to  products  and  profit  centers 
based  on  assessed  risk.  This  process  evaluates  overall  risk  and  capital  adequacy  and 
assesses  risk  versus  reward  of  various  activities. 

The  best  example  of  an  equity  attribution  method  seems  to  be  a  method  utilized 
by  Bankers  Trust  called  Risk-Adjusted  Return  on  Capital  (RAROC).'*'   RAROC  is  used 
to  assess  the  risk  associated  with  all  activities  of  Bankers  Trust,  including  loans  and 
derivatives.   RAROC  attributes  capital  to  products,  including  derivatives,  and  profit 
centers  based  on  assessed  overall  risk.  The  risks  associated  with  each  product  are 
separated  and  quantified.   (RAROC  capital  is  neither  book  nor  equity  capital,  although 
it  can  coincide  with  them,  but  is  the  sum  of  separate  capital  attributions  charged  to  the 
firm's  risk-taking  activities.)   RAROC  has  the  effect  of  assigning  equity  to  all  risk  types, 
including  aedit,  interest  rate,  currency,  equity,  commodity,  options,  liquidity,  and 
operational  risk.   Subjectivity  is  limited,  according  to  Bankers  Trust,  primarily  to  setting 
the  credit  risk  rating  for  a  counterparty.  The  RAROC  calculation  places  a  heavy  cost  on 
illiquidity  and  extended  durations. 

RAROC  quantifies  risk  by  tracking  the  historical  loss  experienced  in  different 
markets,  and  attributes  capital  to  cover  99%  of  the  maximum  expected  loss.   RAROC 
also  assumes  that  the  risk  will  take  at  least  a  year  to  unwind,  whether  or  not  the 
exposure  was  intended  to  be  over  a  year. 

Credit  risk,  for  example,  is  managed  through  RAROC  by  assigning  a  RAROC 


"•  For  more  infonnation.  s«:  Bankers  Tnia  1992  Annual  report  April  10,  1993  ioue  of  The  Economist:  and  February  2,  1993 
istue  of  'UniTied  Equity  Research:  Commercial  Banks*  by  Salomon  Brothers. 
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CTedit  rating  level  to  each  counterparty.  The  performance  of  a  counterparty  versus  its 
RAROC  rating  level  is  monitored  by  the  credit  staff.  A  credit  audit  function  reviews 
each  counterparty  and  borrower  separately,  and  takes  into  account  ratings  assigned  by 
independent  credit  rating  agencies.  If  a  rating  assigned  to  a  counterparty  by  a  credit 
rating  agency  conflicts  with  Bankers  Trust's  credit  audit  rating  of  a  counterparty,  Bankers 
Trust  abides  by  its  own  aedit  audit  rating. 

According  to  Bankers  Trust,  RAROC  allows  for  the  fungibility  of  capital  between 
businesses  according  to  return  and  portfolio  management  criteria.  This  concept  is  used 
for  performance  measurement,  internal  decision  making,  and  capital  adequacy 
determination.   When  used  as  a  performance  measurement  device  to  measure  the 
relative  risk  between  various  businesses,  earnings  are  compared  with  the  internal  risk 
rating,  duration  and  risk  amount.  Line  managers  can  use  RAROC  to  judge  the 
profitability  of  different  products  and  decide  where  to  direct  more  effort.   Divisional 
managers  use  it  to  measure  the  performance  of  line  managers,  and  top  managers  use  it 
to  measure  the  performance  of  each  division.   Efforts  would  be  directed  at  those 
products  and  divisions  which  earn  the  highest  return  for  the  lowest  risks  and  capital. 

Although  Bankers  Trust  assigns  capital  to  all  areas  of  the  business,  it  does  not 
allocate  fixed  amounts.   Divisions  must  compete  for  capital  and  are  charged  for  how 
much  they  actually  use.   Managers,  therefore,  have  a  constant  incentive  to  optimize  their 
risk-taking.   If  returns  justify  taking  on  more  risk,  senior  managers  have  the  option  of 
raising  real  capital  to  expand  the  firm's  capacity.  Alternatively,  they  might  decide  to 
abandon  some  activities  altogether. 

For  example,  a  trader  uses  RAROC  to  value  individual  transactions  and  a 
portfolio  of  transactions.  A  swap  trader  assesses  the  return  of  an  individual  transaction, 
and  if  the  return  is  not  acceptable,  the  trader  can  reprice  the  deal  or  turn  it  down. 
Bankers  Trust  enforces  limits  on  trading  positions.   In  some  markets,  if  a  trader  loses 
10%  of  his/her  RAROC  capital  in  a  month,  the  trader  must  stop  trading  until  the 
following  month.   If  a  trader  loses  30%  of  his/her  RAROC  capital  over  a  year,  all 
his/her  trading  authority  is  extinguished.  The  trader  can  also  use  RAROC  to  assess  the 
riskiness  of  the  entire  trading  book.   If  a  proposed  deal  reduces  the  overall  riskiness  of 
the  trading  book,  the  trader  will  attract  less  capital  and  may  be  able  to  price  the  swap 
more  cheaply. 

A  daily  snapshot  of  RAROC  usage  is  taken  to  the  global  market's  balance  sheet, 
and  this  "report  card"  is  given  to  the  CFO.  The  CFO  reviews  the  RAROC  totals  on  an 
ongoing  basis,  measuring  the  amount  in  aggregate  and  the  diversification  level  of  the 
capital.    Management  then  decides  where  best  to  employ  the  capital,  and  assesses  the 
capacity  for  growth  at  the  firm. 
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3.         SETTLEMENT  RISK 

Settlement  risk^"  is  the  exposure  to  loss  arising  when  an  institution  either  pays 
out  funds  or  delivers  assets  before  receiving  assets  or  payment  from  its  counterparty. 
For  example,  in  foreign  exchange  markets,  the  time  differences  between  normal  payment 
hours  in  different  countries  can  create  time  gaps  between  ofbetting  payments  from  a 
single  transaaion,  exposing  institutions  to  settlement  risk  during  that  period  (Herstatt 
Risk  -  named  after  the  1974  failure  of  the  Bankhaus  Herstatt).   In  another  form, 
settlement  risk  can  occur  when  delivery  of  securities  is  not  synchronized  with  payment 
for  them. 

One  aspect  of  settlement  risk  results  from  the  fact  that  few  financial  transactions 
are  settled  on  a  same-day  basis,  or  simultaneously.  In  the  U.S.  equity  markets,  for 
example,  the  difference  between  the  trade  date  and  settlement  is  at  present  five  days. 
As  a  result,  one  party  could  suffer  a  loss  if  the  price  moved  in  their  favor  and  the 
counterparty  refused  to  exchange  on  the  settlement  date.  The  largest  settlement 
exposures,  however,  typically  occur  on  the  settlement  day  itself  when  the  full  value  of  the 
security  can  be  at  risk  if  delivery  of  the  security  and  delivery  of  the  payment  are  not 
synchronized. 

Settlement  risk  in  derivatives  is  reduced  greatly  by  the  widespread  use  of  the 
payment  netting  provisions  of  master  agreements.  This  reduces  the  settlement  risk  of 
payments  made  in  the  same  currency.   In  addition,  for  many  derivative  transactions  (e.g., 
interest  rate  sw^),  principal  amounts  are  not  exchanged  on  the  maturity  date.  Payment 
netting,  however,  does  not  address  currency  settlement  risk."^  The  largest  source  of 
settlement  risk  in  payment  systems  is  the  settlement  exposiu'e  created  l^  foreign  currency 
trades  -  spot  and  short-dated  forwards.  While  derivative  activities  would  benefit  fi'om  a 
reduction  of  Herstatt  risk,  it  must  be  noted  that  the  amounts  involved  in  derivatives  are 
very  small  relative  to  the  amounts  involved  in  traditional  foreign  exchange  activities.  It 
has  been  estimated  by  the  International  Swaps  and  Derivatives  Association  (ISDA)  that 
daily  global  cash  flows  from  interest  rate  swaps  and  currency  swaps  average  $0.65  billion 
and  $1.9  billion,  respectively.  In  contrast,  the  BIS  Central  Bank  Survey  of  Foreign 
Exchange  Market  Activity  in  i^ril  1992  estimated  daily  global  net  turnover  in  foreign 
exchange  spot  and  forward  markets  at  $400  billion  and  $420  billion,  respectively. 


4.         OPERATING  RISK 

Operating  risk  is  the  risk  that  inadequate  internal  controls,  procedures,  human 
error,  system  failure,  or  fraud  can  result  in  unexpected  losses.  This  could  lead,  for 
example,  to  open  positions  or  credit  exposures  that  exceed  established  limits.  These 
risks  are  increased  by  the  complexity  of  derivative  instruments  and  the  sophisticated 
mathematical  models  used  to  price  and  hedge  these  instniments. 

According  to  industry  sources,  and  confirmed  with  market  participants,  developing 


'"  'Derivitrw  Product  Activitiei  o(  CoinnercUl  Btnkt.'  Joinl  StiKtv  conducted  in  rexpOBK  to  QuestiofH  Paed  by  Seuior  Riefle 
oa  Derivative  Products,  Januaiy  27,  1993. 

'*'  For  currency  iwtpc  the  notional  araounu  are  often  exdianced  and  then  re-eKhan(ed  at  lettleaieiM. 
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a  systems,  operations,  and  control  capability  that  meets  the  requirements  of  a  derivative 
activity  calls  for  attention  at  three  levels:  the  people  involved  in  the  business,  the  systems 
they  use,  and  the  operations,  control,  and  audt  framework  that  underpins  the  activity. 
Dealers,  large  and  small,  and  end-users  face  this  common  challenge  of  developing  the 
right  control  culture  for  their  derivative  activities. 

The  G30  survey  of  industry  practice  examined  the  involvement  in  the  derivative 
activities  of  people  at  all  levels  of  the  organization.  93%  of  dealers  surveyed  indicate  at 
least  some  understanding  at  the  board  level.  71%  of  end-users  indicate  that  they  have  at 
least  a  sufficient  board-level  understanding  relative  to  the  use  of  derivatives  in  their 
organizations.  30%  to  40%  of  dealers  and  end-users  have  at  least  one  board  member 
with  relevant  derivative  experiences.   Partidpants  recognize  the  importance  of  training; 
most  dealers  address  this  need  through  in-house  seminars  and  on-the-job  training. 

The  survey  confirms  the  view  that  dealing  in  derivatives  can  demand  thorough  and 
comprehensive  integrated  systems  to  ensure  adequate  information  and  operational 
control.  The  main  challenge  with  respect  to  systems  is  reflected  in  strong  intentions 
among  dealers  toward  more  integrated  systems,  between  front  and  back-office  functions 
and  across  types  of  transactions.   With  respect  to  operational  controls,  the  survey 
indicates  that  the  main  trend  is  the  increasing  use  of  independent  risk  management 
functions  to  monitor  procedures  and  risks. 

Industry  participants,  academics  and  regulators  all  emphasize  that  the  complexity 
of  derivatives  requires  special  emphasis  on  maintaining  adequate  human  and  systems 
controls  to  validate  and  monitor  the  transactions  and  positions  of  dealers.  Industry 
sources  generally  agree  that  the  main  types  of  internal  controls,  depending  upon  the  level 
of  derivatives  and  the  sophistication  of  the  institution,  include  the  following: 

a.  Oversight  of  Informed  and  Involved  Senior  Management 

The  role  of  senior  management  is  critical  to  the  proper  functioning  of  any 
enterprise,  and  is  particularly  important  for  conducting  derivative  activities.   In  meetings 
with  the  Minority  Staff,  market  participants  repeatedly  emphasized  that  senior 
management  needs  to  be  aware  and  apprised  of  the  risks  involved  in  these  markets,  and 
what  controls  are  in  place  to  account  for  these  risks.'"  There  is  a  clear  danger  on 
relying  on  too  few  specialists^'^  in  a  new  and  rapidly  emerging  industry.   Experienced 
personnel  is  required  at  all  levels,  and  active  participation  and  supervision  is 
fundamentally  necessary. 


b.  Systems 

In  the  rapidly  changing  world  of  derivatives,  new  product  innovations  are  on  the 
verge  of,  or  actually  are  in  some  instances,  outdistancing  the  ability  of  systems  and 


"*  This  was  the  number  one  recoromemlation  of  the  Group  o(  Thirty,  mod  de«l«rx  and  end-uten,  and  other  cntilicf  reUled  to  the 
industry  that  the  Minority  Staff  met  with  over  the  coune  of  preparing  this  Report. 

'"  Alio  tee  response*  to  Question  #19  poted  to  rcfulaton  by  Represenutivc  Leach. 
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technology  to  keep  pace.  There  has  been  a  huge  investment  on  the  part  of  dealers  and 
end-users  to  track  and  assess  these  products,  and  vigilance  is  needed  in  this  area. 


c  Operations 

Parallel  to  systems,  the  operations  of  a  market  participant  in  the  derivatives 
business  needs  to  be  exceptional  given  the  rapidly  changing  nature  of  the  markets. 
Recording,  documenting  and  confirming  the  activities  of  participants  is  fundamental  to 
the  proper  functioning  of  the  market.   Particular  features  of  derivatives  aside  from  the 
traditional  back-office  functions  that  require  proven  e;q)ertise,  include  the  following: 

•  Continued  product  development  creates  the  need  for  systems  of  great  flexibility  to 
cope  with  the  variety  of  instruments  -  especially,  as  is  usually  the  case,  when 
back-office  systems  are  integrated  with  the  rest  of  the  business; 

•  The  complexity  of  the  products  requires  considerable  care  in  the  input  of  trades 
and  in  the  confirmation-matching  process  to  ensure  that  errors  are  detected;  and 

•  The  long  time  periods  between  the  trade  date  and  the  date  on  which  settlement 
first  occurs,  which  is  a  feature  of  some  products,  means  that  errors  not  detected 
by  the  confirmation  process  may  not  be  discovered  for  some  time. 


d.  Controls 

As  discussed  previously,  internal  controls  are  critical  to  the  derivatives  business. 
The  primary  element  of  control  lies  in  the  organization  itself.  Allocation  of 
responsibilities  for  derivative  activities,  with  segregation  of  authority  where  appropriate, 
should  be  reflected  in  job  descriptions  and  organization  charts.  It  is  the  role  of 
management  to  ensure  that  the  conduct  of  activity  be  consistent  with  delegated  authority. 


e.  Audit 

Internal  auditing  plays  an  important  role  in  the  procedures  and  control  framework 
by  providing  an  independent,  internal  assessment  of  the  effectiveness  of  the  fi-amework. 
To  carry  out  its  role  effectively,  it  is  important  that  the  internal  audit  function  meet 
certain  key  criteria: 

•  It  should  be  demonstrably  independent  of  line  management,  with  a  direct 
reporting  line  to  senior  management; 

•  It  should  possess  adequate  resources  with  people  of  appropriate  knowledge  and 
calibre; 

•  It  should  use  appropriate  audit  methodologies  for  planning,  performing, 
controlling,  and  reporting  the  results  of  their  work;  and 

•  It  should  examine  the  critical  areas  of  the  business  with  appropriate  frequency. 
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•         It  should  oversee  compensation  policies  to  ensure  that  undue  risk  taking  is  not  an 
incentive. 

The  principal  challenge  for  management  is  to  ensure  that  the  internal  audit  staff 
has  sufficient  expertise  to  carry  out  work  in  both  the  front  and  back  offices. 
Considerable  investment  in  training  is  needed  to  ensure  that  staff  understands  the  nature 
and  characteristics  of  the  instruments  being  transacted,  the  parameters  involved,  and  the 
models  that  are  used  to  price  them. 


5.         MARKET  LIQUIDITY  RISK 

Market  liquidity  risk  is  the  risk  that  a  financial  asset  or  off-balance  sheet 
instrument  cannot  be  sold  or  replaced  quickly  at,  or  very  close  to,  its  fundamental  value. 
Market  liquidity  can  change  gradually  over  time,  or  rapidly  in  times  of  market  stress,  and 
in  some  markets  can  vary  significantly  over  the  course  of  the  trading  day.   Over  time, 
increased  transaction  size  and  more  aggressive  short-term  trading  strategies  have  meant 
that  market-makers  are  sometimes  swamped  by  one-way  market  moves.   As  a  result, 
obtaining  two-way  prices  near  the  market  at  all  times  or  for  large  transactions  has 
become  more  difficult  than  in  the  past."*  This  gives  rise  to  day-to-day  liquidity  risks 
which,  it  is  important  to  note,  are  different  from  a  sudden  erosion  of  liquidity  in  a 
particular  market  segment.  Such  a  sudden  erosion  could  occur  as  a  result  of  an 
unusually  sharp  price  or  volatility  shock,  or  because  of  the  withdrawal  of  a  key  market- 
maker.'** 

It  is  widely  accepted  that  liquidity  risk  is  of  greater  consequence  the  greater  a 
firm's  involvement  in  the  derivatives  business,  the  greater  its  reliance  on  short-term 
funding,  the  lower  its  credit  standing,  and  the  more  restricted  is  its  access  to  central  bank 
discount  or  borrowing  facilities.   Many  banks,  particularly  those  with  high  credit  ratings, 
appear  therefore  to  be  less  concerned  about  liquidity  risk  than  institutions  not  having  a 
direct  link  to  the  central  bank.   Securities  firms  are  subject  to  greater  challenges  with 
respect  to  cash  requirements,  particularly  in  the  derivatives  business,  where  market 
conditions  can  change  quickly  and  perceptions  regarding  their  credit  standing  may 
necessitate  increased  margin  payments.  Although  of  less  concern,  banks  are  subject  to 
liquidity  risk;  however,  opportunities  to  resolve  a  liquidity  crisis  for  banks  are  greater. 

The  Promisel  Report  indicated  that  a  number  of  firms  indicated  that  they  assess 
liquidity  requirements  arising  from  sizable  and  unexpected  market  shifts.   Some  firms 
forecast  cash  needs  based  on  historical  data,  and  some  firms  run  regular  liquidation 
analyses  to  determine  whether  a  firm  can  survive  a  "run."  These  simulations  assess  how 
fast  the  firm's  assets  could  be  called  and  liabilities  withdrawn  in  the  event  that  all  bank 
lines  or  unsecured  lending  were  cut  off  (the  experiences  of  Drexel  and  Salomon,  for 


"*  Report  prepared  by  a  Working  Group  established  by  the  Cenlnl  Banks  of  the  Group  of  Ten  countries,  "Recent  Dewetopmentt 
in  International  Interbank  Relalions,"  (the  Promisel  Reoonl  Bank  for  Intemaiional  Settlements.  Bask,  Swtzerland,  October  1992. 

'"  This  ties  in  to  systemic  risks  and  proposals  for  the  esublishment  of  a  clearinghouse  offset  mechanism  for  OTC  markets.   See 
information  on  derivatives  and  systemic  nsk  at  the  end  of  this  section,  and  information  on  clearinghouse  proposals  for  the  swaps 
markets  in  Sectka  Dj  deahagboaae  Fropocak  for  the  Snps  Maitets  for  details. 
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Exchange-traded  derivatives  are  less  subject  to  market  liquidity  risks  than  are 
OTC-traded  derivatives  because  of  their  use  of  standardized  contracts  and  the  settlement 
role  of  the  clearinghouse.  As  discussed  previously,  exchange-traded  instruments  serve  to 
provide  liquidity  in  those  markets.   By  comparison,  and  also  as  discussed  before,  the 
credit  risk  and  the  lack  of  standardized  contracts  entailed  in  OTC-traded  derivatives  may 
result  in  periods  of  reduced  liquidity  and,  thus,  may  increase  the  chance  of  a  sudden 
erosion  of  liquidity  in  a  particular  OTC  market  segment 

Market  liquidity  risk  is  typically  associated  with  the  possibility  that  a  large 
transaction  in  a  particular  instrument  could  have  a  discernible  effect  on  the  price  of  the 
instrument  This  market  impact  effect  increases  the  cost  of  hedging.  In  illiquid  markets, 
moreover,  bid-ask  spreads  are  likely  to  be  larger,  further  increasing  that  cost  A  related 
phenomenon  is  the  risk  of  an  unexpected  and  sudden  erosion  of  liquidity,  possibly  as  a 
result  of  a  sharp  price  move  or  jump  in  volatility. 

By  breaking  the  market  risk  of  a  particular  product  down  into  its  fundamental 
elements,  however,  dealers  are  able  to  move  beyond  produrt  liability  to  risk  liquidity. 
For  example,  the  interest  rate  risk  of  a  complicated  U.S.  dollar  interest  rate  swap  can  be 
hedged  with  other  swaps,  FRAs,  Eurodollar  futures  contracts,  treasury  notes,  or  even 
bank  loans  and  deposits.  The  customized  swap  may  appear  to  be  illiquid  but  if  its 
component  risks  are  not  then  other  dealers  can  effectively  acquire  the  transaction  and 
hedge  it 

A  risk  related  to  liquidinr  risk  is  the  massive  leverage  that  a  firm  dealing  in 
derivative  products  can  attain. '^      Because  many  of  the  contracts  are  conducted  in 
entities  not  subject  to  margin  or  capital  adequacy  regulations  and  do  not  involve  initial 
outlays  of  funds,  the  amount  of  derivative  instruments  that  an  unregulated  or 
inadequately  regulated  financial  derivative  intermediary  can  enter  into  is  limited  only  by 
its  creditworthiness  and  the  willingness  of  its  counterparties  to  do  business  with  it. 


6.         LEGAL  RISK 

Legal  risk  is  the  risk  of  loss  because  a  contract  cannot  be  enforced.  This  includes 
risks  arising  from  insufficient  documentation,  insufficient  capacity  or  authority  of  a 
counterparty  (ultra  vires  -  beyond  the  scope  or  authority),  uncertain  legality,  and 
xmenforceability  in  bankruptcy  or  insolvency. 

Legal  risk  presents  p>erhaps  the  greatest  risk  participants  face  in  derivative 
transactions.  The  International  Swaps  and  Derivatives  Association  (ISDA)  recendy 


■■■  Alio  iM  Scctioa  lU:  Ow  Stada  towMig  MM  or  nOac  Coolefpntia. 

'"  NUny  dcrivitiwi  «Uow  dukn  u>d  inwaon  lo  take  huje  mutel  potitionx  without  payin|  full  price.  In  iotnc  dcnntivc  index, 
BO  mooey  chufet  hiadi  it  »IL  Thii  nuy  ten*  to  reduce  inv«ston'  com,  but  it  ilso  meaix  that  i  lot  of  leverage  it  created  in  the 
systenL 
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sponsored  a  survey  of  default  experiences  among  a  diverse  group  of  its  members."'  At 
those  institutions,  cumulative  losses  over  the  10-year  history  of  their  involvement  in 
swaps  totaled  $358  million.  Almost  half  of  these  losses  was  attributable  to  English  local 
authorities  --  the  result  of  the  decision  in  the  U.K.  House  of  Lords  in  the  Hammersmith 
and  Fulham  case  which  held  that  English  local  authorities  did  not  have  the  capacity  to 
enter  swap  and  other  derivative  transactions."' 

As  discussed  before,  several  organizations  around  the  world  have  developed 
standard  documentation  (master  agreements)  for  global  derivative  transactions  which 
helps  deal  with  and  reduce  enforceability  risks.  These  organizations  direct  their  efforts 
at  reducing  risks,  as  well  as  identifying  the  most  effective  methods  to  approach  technical 
documentation  issues. 

According  to  industry  sources,  there  are  five  principal  enforceability  risks  which 
can  occur  at  different  stages  of  an  OTC  derivative  transaction,  as  follows: 


a.  Contract  Formation:  The  Statute  of  Frauds 

Due  to  the  growth  in  derivative  activities  over  the  last  10  years  documentation 
was  often  delayed  --  a  problem  known  as  "backlog."  In  the  early  days  of  derivatives, 
documentation  backlog  became  commonplace  and  some  transactions  went  undocumented 
for  long  p)eriods  of  time.  This  created  a  legal  risk  that  a  counterparty  with  unrealized 
losses  could  disaffirm  the  transaction  before  a  writing  was  executed  by  asserting  the 
Statute  of  Frauds.'" 

Laws  in  England,  France,  Germany,  and  the  Canadian  provinces  of  British 
Columbia  and  Quebec,  for  example,  do  not  require  that  a  contraa  for  a  derivative 
transaction  take  any  particular  form  (i.e.,  an  oral  agreement  is  sufficient).  New  York, 
however,  has  two  different  provisions  that  require  a  writing  (i.e.,  two  different  statute  of 
fraud  provisions)."'  As  an  example  of  the  uncertainties  that  can  arise  under  laws 
written  before  OTC  derivatives  were  developed.  New  York  case  law  has  created  some 


"*  The  group  surveyed  icpreseoled  over  70%  of  the  i4M  Irillioo  vdufne  (meatured  by  notioaal  principal  amounl)  u  reported  by 
the  year-end  1991. 

"*  In  January  1991,  the  U.K.  House  of  Lords  held  that  the  London  Borough  of  Hammenmith  and  Fulham  lacked  the  necesury 
capacity  to  eater  into  interest  rate  swap  conlracu  it  had  entered  into  dunng  the  1980t.  and  therefore  was  not  liable  to  nuke  paymenu 
on  those  contracts  oo  which  it  would  otherwise  have  tuffered  large  losses.  The  losses  turfered  by  swap  dealers  as  a  result  of  this 
decision  are  estimated  to  represent  over  50%  of  total  losses  due  to  defaults  on  iwaps  since  the  inception  of  twap  activity  (the  decision 
emphasizes  the  desinbiliiy  of  clear  legal  authority  as  to  the  capacity  of  parties  to  enter  into  derivative  transactions).  The  Local 
Government  Act  1972,  from  which  local  authorities  derive  their  powers,  does  not  include  any  express  power  for  local  authonlies  to 
enter  into  derivative  transactions  and  the  House  of  Lords  found  no  implied  powers  whether  for  hedging  purposes  or  otherwise.   Prior 
to  the  House  of  Lords  dectf-on.  the  question  of  the  capacity  of  local  authorities  to  enter  into  swaps  had  been  discussed  with  certain 
regulatory  bodies  and  with  legal  counsel,  and  a  not  uncommon  view  was  that  local  authorities  had  the  capacity  to  enter  into  swaps  as  a 
nsk  management  tool  in  certain  citojmsuncea. 

"°  The  Statute  of  Frauds  is  the  common  designation  of  a  very  celebrated  English  statute,  passed  in  1677,  which  has  been  adopted, 
in  more  or  less  modified  form,  in  nearty  all  of  the  United  Sutes.    lu  chief  charactenslic  is  the  provision  that  no  suit  or  action  shall  be 
maintained  on  certain  classes  of  contracts  or  engagemenu  unless  there  shall  be  a  note  or  memorandum  thereof  in  writing  signed  by  the 
party  to  be  changed  or  by  his  authorized  agent  (e.g.  contraca  for  the  sale  of  goods  priced  at  iSOO  or  moie;  and  contracts  for  the  sale 
of  land).   lu  object  was  to  close  the  door  to  numerous  frauds  and  perjuries.   It  is  more  fully  known  as  the  "statute  of  frauds  and 
perjuries.'* 

'•'  New  Yoit  General  Obligations  Law  }  $-701  and  New  Yott  Uniform  Commcitial  Code  |  ^20^. 
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uncertainty  as  to  which  of  the  two  statute  of  frauds  provisions  apply  to  various  types  of 
derivative  transactions.  Because  the  requirements  of  the  two  provisions  differ  somewhat, 
counterparties  dealing  under  New  York  law  may  wonder  whether  they  have  adequately 
satisfied  the  applicable  statute  of  frauds  and  created  an  enforceable  agreement 

To  resolve  the  uncertainty  in  New  York  regarding  the  formation  of  derivative 
contracts,  efforts  are  being  made  to  amend  New  York's  statute  of  fraud.  An  amendment 
was  recently  introduced  in  the  New  York  State  Senate  which  would  remove  legal 
uncertainty  for  transactions  governed  by  New  York  law  by  allowing  one  statute  of  frauds 
provision  to  apply  to  all  'qualified  financial  contracts,'  a  term  defined  more  broadly  than 
the  definition  of  'swap  agreement"  in  the  U.S.  Bankruptcy  Code.  The  proposal  also 
attempts  to  take  account  of  new  technologies  to  record  or  document  derivative 
transactions  by  providing  that  a  telex,  facsimile,  computer  retrieval,  or  other  process  by 
which  electronic  signals  are  transmitted  by  telephone  or  otherwise  would  qualify  as  a 
"writing"  for  statute  of  frauds  purposes."^ 

b.  Capacity 

Capacity  is  generally  defined  as  a  borrower's  ability  to  pay  an  obligation  when 
due.   Numerous  entities  use  derivative  transactions  to  manage  financial  risks,  and 
capacity  concerns  regarding  derivatives  are  not  particularly  relevant  for  major 
corporations  and  financial  institutions.   However,  the  issue  does  arise  in  relation  to 
agreements  with  other  entities  such  as  state  and  local  governments.   In  this  case, 
questions  may  arise  as  to  whether  that  entity,  or  the  person  representing  the  entity,  has 
the  capacity  to  enter  into  such  a  transaaion  or  whether  the  transaction  is  beyond  its 
capacity  (i.e.,  ultra  vires). 

As  a  result  of  the  Hammersmith  and  Fulham  decision,  dealers  have  become 
cautious  about  entering  into  swaps  and  other  derivatives  with  governmental  entities  in 
jurisdictions  where  those  entities'  capacity  to  enter  into  the  transactions  in  question  is  not 
clearly  set  forth  in  statute.  This  also  applies  to  other  entities  where  similar  concerns 
apply. 

c  Early  Termination:  Bankniptcy/Insolvency/Liquidation 

According  to  market  participants,  another  area  presenting  major  legal 
enforceability  concerns  is  early  termination.  The  specific  issue  is  whether  the 
nondefaulting  party  to  a  derivative  master  agreement  would  be  able  to  enforce  the 
provisions  entitling  it  to  terminate  the  agreement  and  net  out  or  offset  termination 
values  and  payment  amounts  (i.e.,  close-out  netting)  upon  the  bankruptcy,  insolvency  or 
liquidation  of  its  counterparty. 

The  U.S  Bankruptcy  Code,  FIRREA  and  FDICIA  all  contain  provisions  regarding 
the  netting  of  obligations  between  financial  market  participants  in  the  event  that  one  of 
the  participants  fails.  The  Federal  Reserve  has  suggested  that  it  may  be  desirable  to 


'  Group  of  Thirty,  Derivalivet:  Practicts  ind  Princiote.  Washington,  DC,  July  1993,  Appendix  A,  page  49. 
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have  a  single  standard  as  to  what  typ>es  of  netting  contracts  are  covered.  Uniformity 
would  help  provide  certainty  to  financial  market  participants  regarding  the  extent  of 
netting  coverage."' 

The  FDICIA  provisions  are  the  most  comprehensive,  validating  both  bilateral  and 
multilateral  netting  in  the  event  of  a  default.   Neither  FIRREA  nor  the  Bankruptcy 
Code  explicitly  covers  both  bilateral  and  multilateral  netting.  The  FDICIA  provisions 
are  designed  to  promote  efficiency  and  reduce  risk  in  the  financial  markets. 

An  area  of  concern  was  that  in  a  proceeding  under  the  U.S.  Bankruptcy  Code, 
termination  rights  under  master  swap  agreements  were  subject  to  an  automatic  stay."* 
Thus,  the  abiUty  to  terminate  the  master  agreement  and  enforce  the  close-out  netting 
provisions  could  be  delayed  for  a  long  time.   Moreover,  although  it  was  generally 
believed  that  a  U.S.  bankruptcy  court  should  give  effect  to  essential  elements  of  a  master 
agreement,  such  as  netting  of  transaction  values  upon  early  termination,  there  was  no 
guarantee  that  this  would  be  the  result  The  considerable  degree  of  legal  certainty, 
however,  that  can  be  achieved  in  this  area  is  illustrated  by  legislative  amendments  and 
new  legislation  that  have  been  adopted  in  certain  jurisdictions,  including  the  United 
States.^" 


d.  Multibranch  and  Multiproduct  Netting  Arrangements 

Banks  use  multibranch  master  agreements  to  "book"  individual  derivative 
transactions  through  any  branch  designated  in  the  agreement.  The  use  of  such  master 
agreements  involves  a  netting  issue  that  has  not  received  sufficient  attention  from 
participants  and  regulators:  whether  upon  the  insolvency  of  a  counterparty,  parties  to  a 
multibranch  master  agreement  can  terminate  that  agreement  and  net  aaoss  branches  to 
achieve  one  net  amount  owed  by  or  to  a  counterparty. 

In  addition,  if  a  party  seeks  to  net  across  product  types,  there  is  uncertainty  as  to 
whether  the  master  agreements  should  be  treated  as  one  single  executory  contract  which 
can  be  immediately  terminated.   If  the  agreements  are  treated  as  separate  executory 


'"  Fedenl  Reserve  Board  Responcet.  Alio  tee  lecpontet  lo  Question  #12  poted  lo  the  regulator!  by  Repretenutive  Leach. 

'"  The  Bankruptcy  Code  doet  aUow  excepooni  to  iu  autonutk  suy  pn^osioiu  for  certain  types  of  rinancial  contracts.   In  the  event 
of  the  bankruptcy  of  one  party,  the  Code  alkwi  counterparties  to  exercise  their  contractual  rights  to  liquidate  securities  contracts, 
coffloiodities  contracts,  fomnl  contracts,  repurchase  agreements,  and  swap  agreements.  The  Bankruptcy  Code  applies  to  virtually  all 
entities,  with  the  primary  exceptions  of  depository  institutions  and  insurance  companies. 

"*  Legislation  adopted  in  the  U.S.  offers  a  high  degree  of  legal  certainty  that  bilateral  ckxe-out  tcrminatioa  provisions  will  be 
upheld  in  insolvency  proceeding    In  1990,  amendments  were  adopted  to  the  U.S.  Bankruptcy  Code  that  provide  ceruinty  for  parties 
dealing  with  U.S.  corporations  through  proisions  applicable  to  "swap  agreements,**  these  amendments  create  an  exception  to  the 
automatic  stay  to  allow  a  nonbankrupt  party  to  set  off  any  mutual  obligations  arising  under  or  in  connection  with  any  '*swap 
agreement"  following  a  bankruptcy  filing,  and  to  use  any  collateral  held  to  satisfy  amounts  due  from  the  bankrupt  party  (Sectiofl 
362<bX14)  of  the  U.S.  Bankruptcy  Code,  11  U.S.C  {  362(bKM)).  They  also  eiptrssly  recognize  that  parties  will  be  entitled  to  exercise 
contractual  righu  to  terminate  a  "swap  agreement"  and  net  or  offset  Irrmination  values  and  payment  amounts  under  that  agreement 
(Section  560  of  the  U.S.  Bankruptcy  Code,  11  U.S.C  {  S60). 

In  1989.  FIRREA  provided  to  U.S  banks  and  savings  institutions  beneflcs  similar  to  those  provided  to  U.S  corporations. 
Finally,  in  1991,  FDICL^  was  enacted,  providing  certainty  for  "Hnancial  institutions"  that  are  parties  to  a  "netting  cootraci"  (such  as 
the  ISDA  Master  Agreements),  regardless  of  the  types  of  derivative  transactions  it  documents. 
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contracts,  there  is  a  risk  of  selective  repudiation  and  added  uncertainty  and  delay. ^** 

e.  Legality/Enforceability  of  Derivative  Transactions 

In  some  jurisdictions,  issues  exist  relating  to  the  legality  or  enforceability  of 
derivative  transactions  generally.  Brazil,  Canada,  J^an,  and  Singapore  each  indicates 
that  issues  exist  whether  swaps  or  other  derivative  transactions  could  be  deemed 
gambling  contracts,  and  thus  illegal  or  unenforceable.  In  Australia,  it  is  a  recognized 
concern  that  a  derivative  contract  may  be  classified  as  a  gaming  or  wagering  contract  and 
thus  invalid,  because  the  state  and  territory  legislation  does  not  define  the  terms 
"gaming"  or  "wagering.""' 

In  the  United  States,  specifically  in  New  York,  three  statutes  bear  on  the  legality 
issue  with  respect  to  gambling."*  The  first,  a  criminal  statute,  proscribes  the  act  of 
"promoting  gambling;"^*'  the  second,  also  a  criminal  statute,  proscribes  operating  a 
"bucket  shop"  (i.e.,  selling  cash-settled  option  contracts;)"'  and  the  third  statute  voids  all 
contracts  for  wagering  on  a  contingent  event  "^  There  was  once  a  risk  that  a  court 
might  use  one  of  these  three  statutes  to  invalidate  a  swap  agreement;  however,  the 
exemptions  from  the  Commodity  Exchange  Act  provided  to  swap  agreements  and  hybrid 
instruments  substantially  reduce  this  concern."' 

Another  legality  issue  involves  whether  derivative  transactions  could  be  held 
subject  to  the  laws  applicable  to  futures  contracts.  If  parties  fail  to  comply  with  such 
laws,  these  transactions  may  be  deemed  illegal  and  unenforceable.  Reports  from  some 
jurisdictions  also  indicate  that  certain  laws  that  regulate  entering  into  a  futures  contract 
may  apply  to  derivative  transactions.  Again,  this  concern  once  existed  in  the  United 
States;  however,  the  exemption  for  swap  agreements  and  hybrid  instruments  noted  above 
reduces  this  risk  as  well." 


"*  Source:  FedenI  Depocit  lannaee  OxpontiaiL 

»•  GRMip  of  Tlurty,  Derivitivet:  Pncticn  and  Phncroto.  WKhiagioa.  D.C,  July  199J,  Afipeodu  A.  pifc  «»■ 

"*  Ibid.  Apfctxlix  A.  (■!»  4M9. 

"*  New  Yoit  Penal  Urn  ^  22SA)  (MdOaaey  1989). 

"*  New  Yoft  Geoefal  Buaoea  Law  |  ISl  (McKioaey  1988). 

■"  New  Yoit  Oeneiml  Oblifitioat  Uw  M  S-401.  S-411  (McKiiiDey  1989). 

"*  Ob  Januuy  14,  1993,  the  CFTC  adopted  (wo  teparaie  ten  of  lefulattooi  that  eaempi  cwap  afreciiieau  (at  defined  ia  Sectioa 
101  of  (be  VS.  Bankruptcy  Code)  and  hybrid  iniirumenu  (Ibe  icgulatiofii  define  "hybrid  iutnuneal''  at  an  imtrumeni  that  it  an 
"equity  or  debt  tecurity  or  depoaitoiy  instrument— with  otw  or  more  commodity-dependetti  oompoaenti  thai  have  payment  featuici 
similar  to  commodity  fiitures  or  cooiniodity  option  coaiiactt  or  combinations  tbeiccT*)  fioo  the  Commodity  Eafaanfe  Act  (CEA). 
The  icgulatioDS  were  adopted  punuanl  to  the  authoiity  (ranted  to  ibe  CFTC  under  the  Futures  Tradin(  Practices  Act  of  1992  (FTPA) 
to  provide  exemptions  ffcai  the  CEA  for  futures  ooattacts  and  transactioas  that  may  ha\«  fulurcs-like  elemeota,  inctudin(  swap 
agreemeols,  hybrid  instruments,  forward  conmcis,  and  banli  deposits.  The  FTPA  alao  provides  an  express  preemption  of  state 
"bucket  shop"  and  pmia|  laws  for  ttwisactioiH  covered  by  the  tenns  of  the  exemptiOB.  Therefbie.  the  exemptions  provide  valuable 
ieaal  ceruintv  which  should  be  louaht  in  iurisdictioBS  where  the  leoUtv  of  deirvatiw  transactions  remains  an  igue  fthese  exemationa 
would  not  appear  to  apply  to  derivatiw  iiaacactions  that  are  equity  indexed. 

I  DeiiMbMB  for  further  details. 
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Legal  risks  for  the  derivative  markets  are  still  significant  despite  progress  toward 
establishing  legal  certainty.   Banks  have  taken  steps  to  limit  potential  legal  risks  by 
obtaining  opinions  of  counsel  that  counterparties  have  legal  authority  to  enter  into 
contracts  and  by  strengthening  due  diligence  reviews  of  counterparties.  Banks  and  other 
market  participants  also  are  working  together  through  an  industry  trade  group,  the 
International  Swaps  and  Derivatives  Association  (ISDA),  to  address  common  legal 
concerns.   It  is  important  to  remember  that  because  much  of  the  derivative  products 
markets  is  relatively  young,  many  legal  uncertainties  exist  regarding  these  instruments. 

Legal  uncertainty  may  be  one  of  the  greater  risks  currently  encountered  in  the 
derivative  markets.  There  appears  to  be  a  general  complacency  to  questions  of 
enforceabilities  needed'  with  regard  to  counterparties  outside  of  the  U.S.  This  brings  to 
mind  the  conventional  wisdom  of  the  1970s  and  early  1980s  when  it  was  said  that 
"sovereigns  do  not  default."  The  subsequent  LDC  debt  crisis  should  serve  as  a  warning 
when  weighing  the  foreign  legal  risks  that  may  exist  related  to  derivatives. 


7.         AGGREGATION  OR  INTERCONNECTION  RISK 

Aggregation  or  interconnection  risk  results  from  the  interaction  of  positions  in 
one  instrument  with  other  positions,  both  in  derivative  products  and  in  the  underlying 
asset  markets.  These  interaaions  frequently  involve  both  cross-border  and  cross-market 
links  and  a  wide  range  of  individual  financial  instruments.   Multi-legged  derivative 
positions  are  growing  rapidly,  both  in  size,  variety  and  complexity.  Transactions  can  now 
involve  different  types  of  derivative  instruments  packaged  into  one  product.   Because  of 
the  increasing  prevalence  of  these  positions,  a  major  default  or  disruption  may  not  be 
isolated  as  easily  as  was  once  the  case. 

Interconnection  risk  can  also  be  seen  as  one  basic  element  in  systematic  risk:  the 
risk  that  a  disruption  by  any  participant  or  group  of  participants  causes  widespread 
difficulties  throughout  financial  markets.  The  growth  of  activity  in  derivative  products 
along  with  the  tendency  for  derivatives  to  strengthen  the  linkages  between  market 
segments  has  inaeased  the  possibihty  that  disruptions  or  increased  uncertainty  in  any 
market  might,  nevertheless,  affect  other  markets  more  quickly  now  than  in  the  past.  The 
complexities  and  interdependences  inherently  associated  with  multi-legged  positions  - 
whether  involving  derivatives  or  not  ~  are  such  that  the  sudden  failure  of  a  major  market 
participant  might  disrupt  the  financial  system,  especially  if  that  failure  were  to  occur  in 
an  already  unsettled  market  environment.   Section  308  of  the  Federal  Deposit  Insurance 
Corporation  Improvement  Act  of  1991  (FDICIA)  addresses  some  of  the  concerns 
presented  by  interconnection  risk.   Notably,  Section  308  of  FDICIA,  Interbank 
Liabilities,  was  inserted  into  the  law^'*  to  limit  the  risks  that  the  failure  of  a  large 
depository  institution  (insured  depository  institution  or  not)  would  pose  to  correspondent 
insured  depository  institutions."* 

Certain  symptoms  of  the  potential  for  such  problems  were  evident  in  the 
circumstances  of  the  stock  market  crash  of  1987  and  the  bankruptcy  of  Drexel  Bumham 


"•  Public  Uw  102-242,  D««niber  19,  1991. 

'"  Sec  Sectiaa  Gj  Rcceal  Coagnaioaal  Actioa  Rtfurdim  nnudal  Deiivativa  for  i  more  deuiled  explanation  ol  Section  308. 
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Lambert  in  early  1990."'  In  both  situations,  the  problems  were  contained,  but  the 
containment  efforts  required  considerable  efforts  on  the  part  of  the  regulators  and  on 
the  part  of  market  participants."'  Those  episodes,  as  well  as  the  continued  rapid  pace 
of  change  and  iimovation  in  financial  markets,  underscore  the  importance  of  ongoing 
efforts  of  the  banking  agencies  to  design  prudent  banking  supervisory  and  payment 
system  policies  to  limit  the  risks  to  individual  banking  organizations  and  systematic  risks. 

8.         SYSTEMIC  RISK 

The  rapid  growth  of  global  derivative  transactions  has  led  industry  sources  to 
question  whether  this  activity  might  increase  systemic  risks  in  the  financial  markets  or 
complicate  the  efforts  of  supervisors  to  deal  with  systemic  disturbances."'  A  complete 
evaluation  of  the  contribution  of  derivatives  to  the  economy  must  consider  these 
potential  consequences  and  assess  their  likelihood  and  significance.  Since  some  systemic 
risk  arises  in  the  course  of  ordinary  market  activities,  it  can  never  be  completely 
eliminated. 

Supervisory  authorities,"'  who  have  studied  the  systemic  issues  posed  by 
derivatives,  have  defined  Systemic  Risk  and  Systemic  Crisis,  two  separate  issues, 
respectively,  as: 

'The  risk  that  a  disruption  (at  a  firm,  in  a  market  segment,  to  a  settlement  system, 
etc.)  causes  widespread  difficulties  at  other  firms,  in  other  market  segments  or  in 
the  financial  system  as  a  whole." 

"A  disturbance  that  severely  impairs  the  working  of  the  financial  system  and,  at 
the  extreme,  causes  a  complete  breakdown  in  it.   Systemic  risks  are  those  risks 
that  have  the  potential  to  cause  such  a  crisis.   Systemic  crises  can  originate  in  a 
variety  of  ways,  but  ultimately  they  will  impair  at  least  one  of  three  key  functions 
of  the  financial  system:  credit  allocation,  payments,  and  pridng  of  financial  assets. 
A  given  financial  disturbance  may  grow  into  a  systemic  crisis  at  one  point  in  time 
but  not  another,  depending  on  the  financial  and  economic  circumstances 
prevailing  when  the  shock  occurs." 


a.  Possible  Sources  of  Systemic  Risk 

Most  commentators,  rather  than  asserting  categorically  that  derivatives  increase 
systemic  risk,  raise  questions  about  the  potential  impact  of  these  activities.  The  Promisel 
Report  observes  that  derivative  aaivities  between  banks  has  led  to  a  substantial  increase 
in  the  volume  and  complexity  of  exposures,  thereby  CTeating  new  challenges  in  risk 


"'  Also  sec  nspooies  to  Questioa  #12b  poeed  lo  the  SEC  and  CFTC  by  Repretenutive  Leach  regarding  DrexeL 

'"  There  is  a  variety  of  opinioia  oo  the  degree  lo  which  systemic  risks  exist  in  the  derivative  markets. 

"*  Also  see  responses  to  Questioa  #21  posed  to  the  regulators  by  Represenutiw  Leach. 

"*  Report  prepared  by  a  Working  Group  esublished  by  the  Central  Banks  of  the  Group  of  Ten  countries,  "Recent  Dcvelopmenu 
in  International  Intertunk  Relations,"  (the  Promisel  Report)  Bank  for  International  Settlements.  Basle,  Switzerland,  October  1992. 
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management 

There  is  no  general  agreement  as  to  which  aspects  of  derivative  activities  pose  the 
greatest  systemic  concerns.  Relevant  issues  to  systemic  risk,  according  to  industry  experts 
and  market  participants  are  mostly  the  same  risks  related  to  derivatives.  They  include: 

(1)  The  Size  and  Complexity  of  Derivative  Activities 

Derivative  activities  are  clearly  large,  but  still  modest  in  size  relative  to  activities 
in  other  markets.   Its  complexity,  which  is  a  reflection  of  the  equally  complex  risks  in  the 
real  economy,  would  merit  concern  if  it  outstripped  participants'  ability  to  evaluate  and 
manage  the  attendant  risks.  There  is  much  evidence  to  the  contrary.   Most  dealers  have 
gone  to  great  lengths  to  establish  sophisticated  techniques  to  manage  their  derivative 
exposures  with  considerable  precision;  many  are  extending  the  benefits  of  these 
techniques. 

(2)  Concentration  of  Activity  Among  a  Relatively  Small  Number  of  Institutions 

The  geographic  diversity  of  dealers  and  the  different  typ>es  of  institutions  acting  as 
dealers  considerably  reduce  the  level  of  concentration,  both  within  countries  and  for  a 
group  of  institutions  (e.g.,  banks).  A  survey  based  on  available  data  from  armual  reports 
of  dealers  indicates  that  the  top  eight  dealers  accounted  for  58%  of  the  interest  rate  and 
currency  swap  markets  at  year-end  1991."""  No  firm  in  that  survey  had  over  a  10%  share 
of  the  market. 


(3)       Lack  of  Transparency 

This  is  mentioned  in  the  context  of  internal  management  reporting,  external 
financial  reporting,  or  the  collection  of  industry  data.   As  to  the  first  aspect,  many 
participants,  especially  dealers,  mark  their  derivative  positions  to  market  for  risk 
management  purposes,  an  imp>ortant  step  towards  transparency.   Financial  reporting  is 
one  area  where  the  institutional  framework  --  accounting  standards  and  reporting 
requirements  -  has  not  kept  up  with  the  development  of  derivatives.  This  is  clearly  an 
area  where  improvements  are  needed.   Recommendations  on  the  part  of  market 
participants  call  for  voluntary  adoption  of  accounting  and  disclosure  practices  for 
international  harmonization  and  greater  transparency,  pending  the  arrival  of 
international  standards.  This  may  be  an  area  of  particular  interest  to  legislators.  As  for 
industry  data,  private  industry  organizations  have  contributed  substantially,  and  continue 
to  do  so,  to  the  base  of  information  and  consolidated  data  that  exists  on  OTC 
derivatives. 


'"  Source:  Tht  WotW't  M»iof  S«W)  Deakre.  Sw»p«  Monitor  Publicationt.  Inc.,  Nowmber  1991 
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(4)        Illiquidity 

The  liqxiidity  of  derivative  transactions  has  been  successfully  tested  in  several 
situations  of  failure  by  large  participants.  By  moving  from  the  management  of  individual 
positions  to  the  management  of  components  of  market  risk,  derivative  dealers  appear  to 
have  been  able  to  move  beyond  product  liquidity  to  risk  liquidity:  a  customized  swap 
may  appear  to  be  illiquid,  but  if  its  component  risks  are  liquid,  then  dealers  will  be 
willing  to  provide  liquidity.   Positions  can  become  illiquid,  however,  particularly  in  a 
crisis. 


(5)       Settlement  Risk 

Relative  to  the  settlement  risk  of  foreign  exchange  transactions,  which  is  very 
large  given  the  volumes  involved,  the  settlement  risk  of  derivatives  appears  to  be  modest. 
Such  risk  is  further  reduced  for  settlements  in  a  single  currency,  by  the  netting  provisions 
that  are  standard  in  derivative  contracts. 


(6)       Credit  Risk 

The  amount  of  credit  losses  incurred  in  derivative  activities  has  been  very  low.  In 
fact,  the  rate  of  credit  losses  in  derivatives  compared  with  loss  rates  for  traditional 
banidng  products  indicates  that  by  participating  in  derivative  activities,  bank  dealers  have 
increased  the  average  credit  quality  and  diversity  of  risk  to  which  they  are  exposed. 


(7)       Unregulated  Entities 

Unregulated  entities  -  such  as  affiliates  of  U.S.  broker-dealers  or  of  insurance 
companies,  and  certain  non-financial  firms  -  have  prompted  increased  competition  and 
iimovation  of  products  but  could  lead  to  increased  risk  to  regulated  dealers  or  inaeased 
systemic  risk.   Participants  evaluate  for  themselves  the  risks  and  benefits  of  trading  with 
unregulated  entities. 


(8)       Market  Linkages 

Derivatives  have  increased  market  linkages  by  intermediating  markets  efficiently 
and  by  providing  effective  risk  management  tools  to  facilitate  the  operation  of  global 
businesses.  At  the  same  time,  there  is  concern  that  by  fostering  these  linkages, 
derivatives  make  it  possible  for  shocks  to  be  transmitted  faster  and  farther  than  was 
possible  before. 


(9)       Legal  Risks 

Despite  efforts  to  reduce  legal  risks,  they  remain  significant  and  have  the 
potential  to  create  systemic  problems.   Market  participants  and  research  indicates  that 
derivatives  appear  to  pose  no  significantly  greater  systemic  threat  than  other  financial 
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activities  to  the  financial  systems.  However,  industry  experts  indicate  that  there  is  no 
room  for  complacency.  According  to  market  participants,^'^  systemic  concerns  can  best 
be  addressed  through: 

•  Adherence  to  principles  of  good  management  practice; 

•  Reinforcement  of  the  legal  framework  for  the  activity; 

•  Improved  accounting  and  disclosure  standards;  and 

•  Cooperation  between  participants  and  oCGcial  bodies  towards  a  better 
understanding  of  the  activity,  its  risk,  and  measures  to  mitigate  them. 

Despite  these  numerous  possible  sources  of  systemic  risk,  some  say  that  derivative 
activities  pose  no  significant  threat  of  systemic  risk.   No  one  disputes  that  the  above- 
mentioned  threats  exist;  interpretation  differs  on  bow  significant  these  threats  actually 
are. 

For  example,  representatives  of  the  New  York  State  Banking  Board  (NYSBB) 
assert  that  the  possibility  of  a  systemic  crisis  caused  by  derivative  artivities  is  simply  not 
demonstrated  by  evidence.   In  supporting  their  argument,  the  NYSBB  cited  eight  major 
market  events"  of  recent  years,  none  of  which  caused  a  failure  in  the  financial  system. 
Having  said  this,  they  further  indicated  that  derivatives  do  not  pose  a  systemic  risk  to  the 
financial  systems. 

Among  U.S.  banks,  it  is  widely  accepted  by  experts  in  the  field  of  derivatives  that 
only  a  few  large  institutions  appear  to  have  material  exposures  arising  from  activity  in 
the  derivative  products  markets.   Most  of  them  are  perceived  by  the  market  to  present 
little  credit  risk  and,  in  prartice,  they  all  have  sophisticated  risk  management  procedures 
and  capital  bases  large  enough  to  absorb  sizable  derivative  product  losses.  In  addition, 
the  concentration  of  derivative  activities  in  only  a  few  large  institutions  facilitates 
supervision  of  their  activities.  The  failure  of  one  of  these  institutions  as  a  result  of 
derivative  products  appears  unlikely  in  the  current  risk  environment.  These  views  are 
widely  supp>orted  by  independent  organizations  such  as  Moody's  and  Standard  &  Poor's, 
two  well-established,  and  well-respected  credit  rating  agencies  whose  functional  purposes 
are  to  analyze  and  evaluate  the  viability  of  organizations. 

For  one  view,  the  NYSBB  directed  our  attention  to  the  words  of  William  F. 
Sharpe,  from  his  December  1990  Nobel  address:  "In  general,  financial  systems  are  self- 
correcting.  Given  time,  participants  learn  to  use  new  instruments  and  procedures.. .It  is 
usually  best  to  wait  until  the  forces  of  competition  are  able  to  regulate  a  market  rather 
than  to  impose  regulations  prematurely." 

To  present  an  alternative  view  on  the  topic  of  derivatives  and  systemic  risk,  Brian 
Quinn,  Executive  Director  of  the  Bank  of  England,  discussed  this  issue  before  the  Group 
of  Thirty  on  September  27,  1993,  at  the  Federal  Reserve  in  Washington,  D.C.  Mr. 
Quinn  was  less  easily  persuaded  by  the  findings  of  the  Group  of  Thirty  on  the  subject  of 


'"  Source*:  Minority  SufT  disciusions  with  dukis  and  end-usen;  Group  of  Thirty. 

'*'  For  example:  the  stock  mattet  crash  of  1987;  the  bankruptcy  filing  of  The  Drexel  Bumham  Lambert  Group;  the  collapte  of  the 
Bank  of  New  England;  the  collapM  of  the  European  Moneury  System  (EMS)  Exchange  Rate  Mechanism  on  July  30,  1993;  and  the 
EMS  currency  chaos  io  September  1992. 
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systemic  risk,  and  went  so  far  as  to  say  that  the  conclusions  contained  within  the  report 
may  be  somewhat  complacent 

Mr.  Quinn  questioned  the  Report's  partial  justification  that  "experience  so  far, 
and  related  research,  do  not  appear  to  throw  up  any  serious  problems."  In  his  speech 
before  the  G30,  Mr.  Quinn  emphasized  the  word  so  far,  and  indicated  that  this  is  not  a 
good  indicator  or  measure  for  future  reference,  particularly  for  a  market  which  is 
growing  so  rapidly.  Expanding  on  this  latter  point,  Mr.  Quinn  noted  that  expertise  in 
derivatives  is  limited.   He  added  that  if  the  demand  for  this  new  source  of  profit  should 
expand  more  quickly  than  the  supply  of  people  capable  of  doing  the  business,  there  can 
onJy  be  trouble  ahead.  As  a  finjil  point  on  this  point,  Mr.  Quinn  compared  the 
derivative  markets  to  the  LE>C  (Lesser  Developed  Countries)  loan  crisis,  where  "..by  the 
time  the  full  dimensions  of  the  problem  became  apparent,  it  was  almost  too  late." 


9.         CREDIT  RATING  AGENCY  ASSESSMENT  OF  DERIVATIVE  RISKS 

Credit  rating  agencies  are  particularly  interested  in  the  derivative  activities  of 
banks  and  securities  firms  because  of  the  impact  these  derivatives  have  on  the  credit 
quality  of  the  entities  they  rate.  For  example,  since  derivatives  don't  show  up  on  balance 
sheets,  and  extensive  standardized  supplemental  reports  on  these  instruments  have  not 
yet  been  put  into  place,  it  is  unclear  exactly  how,  and  to  what  extent,  the  credit  quality 
and  financial  condition  of  firms  is  affected  by  derivative  activities.  This  often  leaves 
everyone  from  accountants  to  analysts,  investors,  and  regulators  guessing  about  the  risks 
being  taken  by  an  institution."' 

The  Minority  Staff  held  discussions  with  the  two  principal  credit  rating  agencies, 
Moody's  and  Standard  &  Poor's,  on  the  topic  of  derivatives  and  their  impact  on  the 
credit  quality  of  banks  and  securities  firms. 


a.  Moody's  Investors  Service 

The  goal  of  Moody's  analysis,  where  derivatives  are  concerned,  is  to  form  a 
subjective  opinion  about  the  effect  derivatives  have  uf>on  the  credit  quality  of  an  entity 
they  rate."*  They  look  at  derivatives  in  two  principal  contexts:  1)  how  derivatives  are 
used  to  hedge  against,  for  example,  liabilities  or  foreign  cash  flows,  and  2)  how 
derivatives  arc  used  to  assimie  speculative  risks.  Their  focus  in  rating  firms  revolves 
around  the  degree  to  which  firms  use  derivatives  to  hedge  risks  inherent  in  their  business 
and  the  degree  to  which  they  use  derivatives  to  speculate.  In  addition  to  rating 
companies,  Moody's  rates  mutual  funds  --  here  also,  derivative  use  is  examined  in  the 
context  of  hedging  versus  speculation. 

Moody's  does  not  have  one  particular  set  of  ratios  or  mathematical  formulas  that 
can  dictate  an  opinion.  Rather,  Moody's  forms  an  opinion  about  an  entity's  appetite  for 
risk  and  the  systems  they  have  in  place  to  monitor,  report,  and  control  the  risk  of 


'"  "Banc  One's  McCoy  Tries  to  Calm  Fears  over  Heavy  Use  of  Derivaiives.''  American  Banker.  October  22.  1993. 
'"  Lucas,  Douglas,  "Moody's  Assessment  of  Derivative  Risk."  Moody's  Special  Comment.  June  8,  1993. 
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derivatives  at  that  entity.  Moody's  approach  to  analysis  of  derivative  risk  involves  four 
main  areas,  as  follows. 


(1)       Overview 

The  goal  here  is  to  understand  the  purpose  of  the  entity's  derivative  activity.   For 
example,  are  derivatives  entered  into  to  gain  fee  income  from  customer  orders,  or  are 
they  entered  into  to  take  market  positions?   Besides  providing  a  large  source  of  revenue, 
an  entity's  abiUty  to  service  its  customer's  demand  for  derivative  products  is  important  in 
maintaining  its  franchise  -  customers  will  shop  where  they  can  get  the  products  and 
services  they  need. 

Moody's  has  determined  that  financial  institutions  often  use  derivatives  for  more 
than  one  purpose,  and  similar  institutions  use  derivatives  in  similar  ways.^**  After 
understanding  what  the  purpose  of  the  derivative  artivity  is,  Moody's  next  determines 
how  chosen  derivative  products  fit  into  the  purposes  cited.   Moody's  is  also  interested  in 
how  the  derivative  "desk,"  or  operational  unit,  fits  into  the  institution's  organization  and 
reporting  structure,  and  how  reporting  relationships  aggregate  across  products  and 
geographical  locations.   Another  key  consideration  is  whether  back  office  support  has 
kept  up  with  front  office  staffing  and  increased  usage  of  derivatives. 


(2)       Market  Risk 

After  the  overview,  Moody's  explores  with  management  the  valuation  methods 
and  market  variables  entities  use  to  account  for  market  risks.   Estimation  of  how  values 
can  fluctuate  with  changes  in  market  variables  is  a  very  difficult  issue  to  pinpoint,  and 
Moody's  puts  special  emphasis  on  the  factors  used  to  make  these  estimations.  Overall, 
Moody's  examines  whether  the  sophistication  of  an  entity's  analytical  approach  matches 
the  depth  of  its  involvement  in  the  derivative  markets  and  the  complexity  of  its  positions. 


(3)       Credit  Risk 

Analytical  issues  for  credit  risks  are  complicated  by  netting.  The  problem  is  one 
of  both  system  capability  and  legal  enforceability. 

As  a  systems  problem,  one  issue  is  how  easily  and  quickly  all  transactions  with  a 
particular  counterparty  can  be  aggregated  together  into  a  single  net  credit  exposure.  The 
problem  here  is  combining  information  from  all  of  the  bank's  geographical  locations  and 
products  desks  on  a  counterparty  by  counterparty  basis.   Moody's  has  found  that  the 
collection  of  this  data  and  the  compiling  of  exposures  can  take  an  inordinate  amount  of 
time  at  some  institutions. 

The  system  procedures  in  place  to  net  current  or  future  derivative  exposure  must 


"*  For  eninple.  npomi  txnkx  utc  deirntivct  to  hedge  risk  M  well  »  to  awimc  arum  rids.   Certaia  money  ceater  buiki  tad 
securities  finns  use  derivitivct  for  the*e  two  reasons,  but  ilso  to  earn  •  spread  by  servidiif  customer  demand  for  derivative*. 
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also  be  justified  on  legal  grounds.  Since  the  legal  certainty  of  netting  varies  by  country, 
Moody's  is  interested  in  how  these  differences  are  addressed  by  market  participants. 
Moody's  is  also  concerned  that  an  institution's  own  swap  documentation  supports 
netting.'** 

Moody's  also  explores  the  way  credit  limits  are  determined  and  the  role  of  the 
credit  officer.  Moody's  feels  that  a  good  credit  culture  is  more  apt  to  exist  where  the 
credit  officer  has  the  maximum  amount  of  authority  and  autonomy. 

Supporting  documents  that  Moody's  finds  useful  in  their  credit  risk  evaluation 
include  the  gross  and  net  exposures  to  the  most  significant  counterparties,  aggregate 
gross  and  net  exposures  to  counterparties  by  rating,  and  sample  master  agreements. 

(4)       Operating  Risk 

As  part  of  Moody's  evaluation  of  operating  risk,  they  focus  on  accounting, 
compliance  and  controls,  and  also  on  the  level  of  management's  expertise  and 
involvement  in  the  entity's  derivative  business.  All  of  these  elements,  often 
overshadowed  by  the  importance  of  credit  and  market  risks,  are  critical  to  the  proper 
functioning  of  an  entity,  particularly  where  derivatives  are  concerned. 

In  concluding,  Moody's  points  out  that  in  the  past,  very  few  banks  they  rate  have 
been  materially  affected  by  their  derivative  activities  except  in  a  positive  way.  They 
believe  that  it  will  be  quite  rare  that  derivative  activity  will  threaten  the  aedit  quality  of 
an  institution  and  added  that  thev  do  not  think  that  derivatives  are  a  ticking  time  bomb 
for  the  banking  industry  as  a  whole. 

Moody's  has  never  changed  an  institution's  rating  solely  on  the  basis  of  its 
derivative  activity.  They  feel  that  derivatives  are  usually  used  by  financial  institutions  to 
produce  income  in  ways  that  assume  risks  similar  to  the  risks  already  undertaken  by  the 
financial  institution  in  its  other  activities. 


b.  Standard  &  Poor's  Corporation 

Given  that  derivative  instruments  are  new,  that  they  have  not  been  tested  through 
a  wide  variety  of  stress  scenarios,  and  that  they  can  be  very  complicated  in  nature, 
Standard  &  Poor's  (S&P^  is  concerned  that  there  is  potential  for  some  unforeseen 
danger  in  these  markets.       Fueling  the  above  factors  is  the  profitability  contained  within 
derivative  instruments.   U.S.  money  center  banks  have  profited  immensely  from  the 
development  of  the  derivatives  business  over  the  last  decade;  banks  now  derive  a 
substantial  amount  of  their  earnings  from  the  business. 

S&P  recognizes  that  potential  for  increased  risks  always  exists  in  new  businesses, 
but  after  their  current  analysis  of  derivative  activities  of  banks,  they  are  not  worried  and 


'"  Moody't  htt  been  surprised  by  the  large  number  of  unsigned  masier  agreements  they  have  found  at  dealers. 

'*'  Azarchs,  Tanya.  "Banks  Face  Manageable  Risks  in  Derivative  Businesses."  CreditWeek.  Standard  A  Poor's,  November  1992. 
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do  not  anticipate  problems  at  this  rime.  The  primaiy  reason  for  this  is  that  the  risks 
inherent  in  derivadves  are  the  same  risks  that  banks  have  long  dealt  with  in  other  basic 
lines  of  business,  such  as  lending,  treasury  and  trading  operations.  Derivative  risks,  in 
the  opinion  of  SAP,  appear  to  be  quantifiable  and  manageable. 


(1)       Credit  Risk 

On  the  whole,  S&P  believes  that  credit  risk  is  the  largest  but  the  most  easily 
managed  of  the  risks.  Evaluating  credit  risk  involves  not  only  assessing  the  probability  of 
a  counterparty  default,  but  also  quantifying  a  maximum  exposure  to  loss.  Estimation 
precision  for  both  on  the  part  of  market  participants  is  critical  to  the  proper  functioning 
of  the  markets,  and  the  viability  of  the  organizations  in  question. 

Estimation  of  the  probability  of  counterparty  default  is  undertaken  following 
rigorous  credit  analysis  and  by  requiring  collateral  requirements.  Quantifying  exposure 
to  loss  is  much  more  difficult.  Dealers  typically  model  the  potential  increase  in  value  of 
derivative  contracts  by  employing  statistical  methods  or  simulation  techniques  to  estimate 
the  volatility  of  the  underlying  financial  instrument,  and  how  the  volatility  will  affect  the 
price  of  the  contracts.   S&P  noted  that  there  is  a  great  difference  in  the  quality  of  the 
risk  models.  In  general,  S&P  believes  that  models  and  systems  capabilities  are  in  a 
"catch-up"  mode,  and  have  experienced  difficulty  keeping  up  with  the  growth  of  the 
business.   However,  S&P  believes  that  it  is  possible  for  banks  to  quantify  the  amount  of 
credit  exposure  they  assume  within  reasonable  parameters  of  accuracy.  Further, 
although  S&P  believes  that  credit  risks  associated  with  derivative  activities  are 
substantial,  they  are  proportionately  less  than  the  risk  taken  in  on-balance  sheet  lending. 

S&P  has  its  own  method  of  calculating  maximum  potential  market  value  (MPMV) 
~  its  version  of  quantifying  maximum  credit  exposure.  The  MPMV  is  calculated  by 
multiplying  the  notional  amounts  of  the  product  types  by  certain  percentage  factors."' 
The  percentage  factors  increase  with  the  assessed  riskiness  or  volatility  of  the  products, 
and  are  subject  to  reassessment  periodically. 


(2)       Market  Risk 

The  key  to  the  degree  of  market  risk,  according  to  S&P,  is  management  policy. 
Given  that  the  tools  exist  to  hedge,"'  management  discretions  as  well  as  policies  that 
identify  and  place  limits  on  risk  taking,  are  the  determinants  of  the  degree  of  market 
risk.  S&P  noted  that  another  important  element  for  market  risk  is  management 
information  systems  that  can  present  a  comprehensive  global  picture  of  positions. 


'"  Commodity/equity  cootracts  (15*);  currency  twip»  (l6%);  cuntncy  opdoox  (4.0%);  cuncacy  ruturet/forraidt  (10%);  iBteiest 
rate  swaps  (iS%);  interest  t»te  opticas  (10%);  interest  rate  ruturcs/forwanb  (0J%). 

"•  The  pocentiil  impKt  of  imperfectly  hedged  positions  is  very  Urje.  According  to  SAP.  howewr.  the  major  deskrs  appear  to 
practice  good  nsk  management  with  very  little  intentioaal  positioo  taking.   Evidence  oT  this  is  that  revenues  from  derivatives  haw  been 
relatively  stable. 
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(3)       Capital 

The 'derivatives  business  has  grown  to  be  a  substantial  user  of  capital  at  the  major 
dealers.  They  are  a  larger  user  of  capital,  in  S&Ps  estimation,  than  it  generally  is  in 
management's  eyes.  Most  of  the  capital  allocated  by  bank  managements  covers  credit 
risks,  with  generally  a  small  concession  for  market  risk.   S&P  believes  that  for 
derivatives,  just  as  for  lending,  substantial  additional  capital  is  needed  to  cover  risks 
other  than  the  most  probable  credit  loss  level. 

S&P  believes  that  market  risk  could  be  much  higher,  especially  in  periods  of 
market  disruption  or  sudden  deviations  from  historic  rate  levels.   Legal  risks,  such  as  the 
enforceability  of  contracts,  are  also  significant.  Taken  together,  these  risks  are 
substantial,  and  S&P  noted  that  they  require  appropriate  levels  of  capital.  S&P  believes 
that  continued  vigilance  is  needed  to  ensure  that  the  risks  associated  with  derivatives 
remain  adequately  supported  by  capital. 

In  concluding,  S&P  noted  that  to  improve  the  system,  continued  vigilance  is 
needed.  They  added  that  improved  monitoring  systems  and  public  disclosures  to 
increase  the  transparency  of  the  business  are  also  critical. 
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SUITABILITY 


Suitability  rules  are  guidelines  that  those  selling  sophisticated  and  potentially  risky 
financial  products,  such  as  financial  derivatives,  must  follow  to  ensure  that  investors  have 
the  financial  means,  information,  knowledge  and  awareness  to  assume  the  risks  involved 
Such  rules  are  enforced  by  various  regulatory  agencies  and  through  self-regulation  on  the 
part  of  entities  selling  these  financial  products. 

The  rules  generally  require  that  the  investor  in  the  financial  product  have  1)  a 
certain  level  of  net  worth""  and  liquid  assets,"^  so  that  he  or  she  will  not  be  irreparably 
harmed  if  the  investment  loses  value,  and  2)  a  certain  level  of  knowledge  about  the 
financial  product(s)  in  question,  and  a  sufficient  degree  of  awareness  of  the  purposes  and 
risks  associated  with  the  financial  product(s).   Entities  may,  and  have  been,  sued  for 
allowing  an  investor  to  purchase  an  unsuitable  investment  The  penalties  are  often  high, 
and  repercussions  can  be  severe  on  the  part  of  investors,  in  the  form  of  lawsuits  and 
word  of  mouth,  if  they  perceive  a  firm  to  be  a  seller  of  unsuitable  products. 

Suitability  is  an  important  issue  for  the  financial  derivative  markets  given  the 
magnitude  and  complexity  of  the  markets,  and  the  low  level  of  understanding  and 
misconceptions  of  the  instruments  used  in  these  markets.   Despite  the  above  constraints, 
derivatives  are  held  in  numerous  pension  and  mutual  funds,  and  insurance  company 
portfolios,  investment  vehicles  conceived  to  protect  assets  and  provide  for  future 
expenses.   Ironically,  pensioners  and  investors  in  mutual  funds  occasionally  don't 
understand  what  derivatives  are,  how  they  function,  or  what  the  risks  associated  with 
such  products  are.  There  are  several  cases  of  investors  losing  their  principal,  and  often  a 
good  portion  of  their  savings  or  net  worth,  "^  due  to  unsuitable  investments  in  financial 
derivatives  or  in  products  with  derivatives  embedded  in  them."' 

Derivatives  were  once  only  used  by  sophisticated  financial  firms.  Today,  however, 
derivatives  are  conunonplace  in  the  investment  world,  and  many  investors  are  far  more 
involved  than  they  realize."*   For  example,  the  250,000  shareholders  in  the  Fidelity 
Asset  Manager  fund  collectively  own  SS18  million  of  derivatives,  or  SS%  of  the  fund's 
assets.  The  Strong  Government  Securities  fund  at  the  end  of  1992  had  8%  of  its  $82 
million  of  assets  in  a  single  holding  of  currency-linked  derivatives:  bonds  issued  by  the 
Federal  National  Mortgage  Association  that  bet  on  the  difference  in  exchange  rates 
between  the  Spanish  peseta  and  the  Swiss  franc.  Futures,  options  and  other  derivative 


"*  Net  irotth  ■  defined  ■  tbc  tmouiit  bjr  whick  utea  eicecd  lUbilitiei. 

***  A  liquid  aaet  ii  uy  met  that  it  readily  coovcftible  to  caih.   Liquid  taca  an  feaeraUy  deriocd  m  cwk  or  in  equivaleata. 

*"  It  it  impoftaul  to  note  that  sioiiUr  arcumctaacei  have  befallen  iovcaon  u(ia|  other  financial  producti.  and  that  tuch  cate*  have 
occuntd  with  much  pealer  frequency  than  for  iavoton  uaing  denvativcs. 

'**  A  recent  ok  in  Ohio  demoactniei  this  well  Recent  audits  have  disclosed  that  local  (owcramenti  ia  Ohio  iatt  heavily  by 
invcstin(  in  ■interestooly  strips,'  (10s)  a  derivative  of  mon(a|e  leoinlies  which  entitle  the  imcttor  to  leeertc  a  Mieam  only  of 
interest  paymeno  firan  the  underlyinj  inon|a(es.   Ohio's  Attorney  General  determined,  ia  October  1993,  that  mon|ate-backed 
securities  issued  by  Ptnnie  Mae  wert  unsuitable  imcstments  for  the  openiin(  funds  of  many  municipalities  and  school  districts.  The 
Ohio  suie  auditor  a  expected  to  ask  the  suie  Attorney  General  to  declare  that  inwsunenn  in  IDs  are  iOepI  under  Ohio's  current 
investment  guideline*.  See  -Ohio  Case  Signals  Backlash  Against  Exotic  Mortpges.*  Washington  Post.  Nocnber  1,  1993. 

■"  Wall  Street  feumal.  August  10,  1993. 
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positions  amount  to  35%  to  45%  of  Pacific  Investment  Management  drnpan/s  flagship 
$3.4  billion  Total  Return  mutual  fund  -  and  that  is  not  counting  the  20%  in  mortgage- 
security  derivatives/" 

Even  sophisticated  investors,  whose  professional  purpose  is  to  manage  and 
oversee  financial  products,  can  get  trapped.  Several  years  ago,  Merrill  Lynch  &  Co.  lost 
$250  million  in  trading  related  to  mortgage  securities.   In  the  first  two  months  of  1993, 
Salomon  Inc.  lost  $250  million,  understood  to  be  mainly  in  mortgage  derivatives.  Also 
this  year,  Showa  Shell  Sekiyu  K.IC,  a  Japanese  oil  company,  admitted  to  losing  some 
$U9  billion  from  trading  currency  derivatives."* 

Such  examples  highlight  the  controversy  surrounding  derivative  products.  There 
clearly  are  trappings  involved  in  using  these  financial  products,  partiy  because  derivative 
don't  show  up  on  bank  balance  sheets,  and  standardized  supplemental  reports  have  not 
yet  been  put  into  place.  That  leaves  everyone  from  accountants  to  analysts,  investors, 
and  regulators  guessing  about  the  risks  being  taken  by  an  institution.  According  to 
Richard  Lodge,  Chief  Investment  Officer  of  Banc  One  Corporation,  "Investors  hear  the 
word  derivatives  and  think  we  must  be  rolling  the  dice,  shooting  up,  and  taking  big 
risks.""' 

It  should  be  noted,  however,  that  in  many  respects,  derivatives  are  perfectly 
suitable  instruments  used  to  hedge  against  financial  risks,  and  they  can  be  very  good  for 
investors.   Derivatives  give  money  managers  enormous  flexibility  in  mixing  and  matching 
features  of  stocks,  bonds,  currencies,  commodities  and  other  assets.   Derivatives  can  also 
reduce  the  cost  of  administering  a  portfoho  and  enable  managers  to  buy  and  sell  big 
positions  without  distorting  prices.   In  addition,  they  enable  managers  to  increase  or 
scale  back  their  portfolios'  risk  exposure  in  unprecedented  ways." 

A  primjiry  issue  related  to  such  complex  financial  transactions  is  not  whether 
investors,  {>ension  funds,  mutual  funds,  insurance  companies  or  other  market  participants 
should  be  allowed  to  enter  into  or  take  part  in  derivatives,  but  whether  certain 
instruments  are  suitable  for  certain  investors.   Mutual  funds  are  now  increasingly 
changing  their  prospectus'  to  allow  the  use  of  certain  derivatives  in  their  funds 
management  and  risk-hedging.  All  concerned  parties,  from  the  dealer  down  to  the  small 
investor,  are  concerned  about  suitability  issues  facing  them  and  it  is  in  nobody's  interest 
to  have  suitability  problems  arise. 


"*  Ibid,  all  examplct. 

"*  Ibid,  all  examples. 

'"  American  Banker.  October  22,  1993. 

"  Wall  Street  Journal.  August  10. 1991 
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1.         VIEWS  ON  SmTABILITY  FROM  THE  REGULATORY  COMMUNFTY 

There  is  consensus  among  regulators"'  that  the  Commodity  Futures  Trading  Act 
and  CFTC  regulatory  controls  currently  in  place  are  adequate  for  protecting 
unsophisticated  end-users  of  exchange-traded  derivatives.   For  example,  the  NYSBB 
noted  that  regulations  of  the  SEC  require  that  any  potential  trader  of  securities  options 
be  provided  with  a  booklet  entitled  "Charaaeristics  and  Risks  of  Standardized  options.' 
The  OCC  indicated  that  Futures  Commission  Merchants  (FCMs)  are  required  to  deliver 
to  their  customers  risk  disclosure  statements  with  respect  to  futures  and,  where 
applicable,  options.  The  OCC  believes  that  the  disclosures  currently  in  place  appear  to 
provide  adequate  information  concerning  the  risks  inherent  in  these  [exchange]  markets. 
The  CFTC  noted  that  customers  buying  or  selling  exchange-traded  futures  and  options 
contracts  under  the  Commission's  jurisdiction  are  covered  by  the  anti-fraud  and  other 
customer  protection  provisions  of  the  CEA  as  well  as  comprehensive  CFTC  regulations 
which  require  Futures  Commission  Merchants  (FCMs)  to  abide  by  certain  rules  and 
regulations.  The  CFTC  also  carries  an  active  enforcement  program  to  enforce  the 
provisions  of  the  CEA  and  the  commission's  own  regulations. 

There  are  fewer  supervisory  measures  in  place  for  the  OTC  markets.  The  FDIC 
noted,  however,  that  although  Recommendation  20  of  the  G30  Report  (Disclosures) 
discusses  the  need  for  disclosing  substantive  information  regarding  the  use  of  derivatives 
by  dealer  institutions,  it  does  not  suggest  a  format  or  circumstances  under  which  these 
disclosures  should  be  made.""  Consequently,  there  is  no  provision  in  the  Report  for 
having  dealer  institutions  provide  substantive  disclosure  of  the  risks  of  derivatives  to  end- 
users.  The  FDIC  is  particularly  concerned  about  this  given  that  they  regulate  state  non- 
member  banks,  which  tend  to  be  users,  and  in  some  cases  unsophisticated  users,  of 
derivatives.  The  FDIC  stated  that  absence  of  disclosure  information  presents  significant 
examination  and  enforcement  difficulties  when  derivatives  are  encountered.   Finally,  the 
FDIC  noted  that  the  absence  of  disclosures  by  the  primary  dealer  may  result  in 
significant  hidden  risks,  and  make  these  instruments  unsuitable  for  various  end-users.   A 
reason  for  "sidestepping"  the  issue,  the  FDIC  proffered,  was  that  "this  issue  would  result 
in  a  significant  departure  from  present  practice  by  the  financial  services  industry  dealers 
in  derivative  products,  and  further  would  impose  an  actual  implementation  cost." 

On  the  other  hand,  the  SEC  noted  that  most  derivative  trading  occurs  among 
financial  and  other  institutions  that,  generally,  have  the  bargaining  power  to  obtain 
necessary  information  to  evaluate  investment  strategies.  The  SEC  added,  however,  that 
the  Commission  will  not  hesitate  to  enforce  the  anti-fraud  provisions  of  the  federal 
securities  laws  and  customer  protection  rules  to  ensure  that  broker-dealers  refrain  from 
recommending  unsuitable  products  to  uninformed  investors.   Regulators  reported  that 
the  following  current  measures  address  suitability  concerns  for  participants  in  the  OTC 
markets: 

•  The  exemption  from  the  Commodities  Exchange  Act  (CEA)  provided  by  the 


'"  OfTice  of  Ihe  Compiroller  of  the  Cuncncy  (OCQ;  Federal  Depocit  Insunnee  Corponiion  (FDIC);  Of5«  of  Thrift  Supervition 
(OTS);  Federal  Reserve  Bo»rd  (FED);  Securiiies  and  Exchange  Commiuion  (SEQ;  New  York  Sure  Banldng  Bo«rd  (NYSBB);  and 
Commodity  Futures  Trading  Commission  (CFTC).   See  responses  lo  Question  #1S  posed  to  the  regutaton  by  Represenutive  Leach. 

***  Source:  Federal  Oeposit  Insurance  Corporation. 
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CFTC  for  swaps  and  related  OTC  derivatives^"^  covers  only  transactions  entered  into 
between  "eligible  swap  participants,"^"^  which  generally  are  limited  to  commercial  and 
financial  entities  and  other  participants  that  are  considered  to  have  relatively  high  levels 
of  financial  expertise."'  Given  this,  a  certain  level  of  sophistication  is  required  simply  to 
participate  in  these  markets.  This  is  a  strong  measure  to  protect  unsophisticated 
investors  (by  keeping  them  iutl  of  the  market). 

•  Regulations  currently  in  place  require  that  entities  dealing  in  financial 
derivatives  have  policies  and  procedures  in  place  to  monitor  the  financial  strength  of 
their  clients  to  ensure  that  they  can  bear  the  consequences  of  adverse  market 
movements.   Rules  prohibit  firms  from  recommending  to  ciistomers  transactions  unless 
the  firm  has  reasonable  grounds  to  believe  that  the  recommended  transaction  is  not 
unsuitable  for  the  customer  on  the  basis  of  information  furnished  after  reasonable 
inquiry  concerning  the  customer's  investment  objectives. 

•  The  regulatory  agencies  and  other  official  bodies  monitor  the  behavior  of 
dealers  and  market  participants  to  reduce  the  potential  for  fraud  and  misrepresentation. 

•  Each  counterparty  to  a  swap  or  similar  transaction  in  the  OTC  market  is 
exposed  to  the  credit  risk  of  its  counterparty  over  the  entire  term  of  the  swap.   Unlike 
trading  markets,  such  as  the  securities  markets,  where  buyers  and  sellers  have  no 
continuing  exposure  after  settlement  of  a  transaction,  a  participant  in  a  swap  or  similar 
transaction  has  a  continuing  exposure  to  the  non-performance  of  its  counterparty  for  the 
duration  of  the  contract."'  This  exposure  provides  dealers  and  other  swap  participants 
with  a  strong  incentive  to  satisfy  themselves  that  their  counterparties  are  sufficiently  able 
to  handle  the  risks  associated  with  the  derivative  transactions  in  which  they  are  engaged, 
particularly  where  lines  are  established  to  cover  multiple  transactions.*" 

The  OCC  offered  several  suggestions  as  to  how  to  provide  inaeased  protection  to 
end-users  of  derivatives: 

•  Regulators  of  securities  firms  and  financial  institutions  marketing  derivative 
products  should  insist  upon  high  ethical  standards  in  the  sales  practices  of  derivative 
units. 

•  Market  participants  should  encourage  any  actions  which  serve  to  improve  the 
understanding  of  derivatives  by  potential  end-users.   For  example,  industry  surveys. 


**'  See  Sectica  G.-  Rnxat  rin^iiBJuiil  Actioa  Rc(»idiiig  Piiiaodal  DciivmlMS  for  funher  deUiU. 

•"  "Eligible  tw»p  p«nicip«ntt"  ut  (termed  by  the  CFTC  to  include:  depociloiy  inttitutiofu,  tnul  compuiiex,  iniuiance  companies, 
investment  companiex,  commodity  podt,  corpormtioni  «nd  other  business  organizatioos  that  have  toul  assets  exceeding  $10  million  or 
that  meet  certain  other  criteria,  employee  benefit  plans  with  assets  of  at  least  JS  millioa  or  the  investments  of  which  are  managed  by 
certain  regulated  entities,  governmental  entities,  broker-dealeis,  futures  commissioa  merchants  and  Ooor  broken  and  traders,  or 
natural  persons  with  toul  asseu  exceeding  $10  million.   (See  12  CFR  35.1(bX2)  (as  added  by  58  FR  5587  (January  22,  1993)]. 

*"  Response  from  the  Federal  Reserve  Board. 

""  While  both  parties  to  a  swap  have  exposure  to  one  another,  the  risks  associated  with  option  contracts  are  asymmetrical.  The 
buyer  of  an  option  is  exposed  to  the  risk  of  non-performance  by  lU  counterparty  until  expiration  or  exercise  of  the  option,  but  the 
seller  of  the  option  has  no  exposure  to  the  buyer  once  the  option  premium  has  been  paid. 

'*'  Response  from  the  Federal  Reserve  Board. 
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studies,  seminars  etc...  are  beneficial. 

•  Market  leaders  should  continue  efforts  to  develop  standardized  legal 
documentation  for  derivative  transactions. 

•  Credit  officers  responsible  for  establishing  and  changing  financial  derivative 
credit  lines  should  understand  the  applicability  of  financial  derivative  instruments  to  the 
risks  the  customer  is  attempting  to  manage.   When  a  financial  institution  believes  a 
particular  transaction  may  not  be  appropriate  for  a  particular  customer,  but  the  customer 
wishes  to  proceed,  management  should  document  its  own  analysis  and  the  information 
provided  to  the  customer.^"' 

The  Federal  Reserve  noted,  however,  that  "past  experience  does  not  appear  to 
justify  additional  protective  measures  for  end-users."  They  added  that  suitability  rules 
may  be  difficult  to  develop.  To  support  their  argument,  the  FED  explained  that  end- 
users  of  derivative  products  cover  an  extremely  broad  spectrum,  and  the  level  of 
sophistication  of  an  end-user  with  respect  to  derivative  instruments  is  not  necessarily 
related  to  size,  net  worth,  or  nature  of  the  organization.  The  FED  noted  that  some  end- 
users  engage  in  a  very  limited  number  of  transactions  tailored  to  cover  particular 
exposures  or  in  connection  with  specific  transactions.  Other  end-users  with  greater 
experience  and  more  complex  sources  of  exposure  may  use  OTC  derivative  products 
much  more  actively  in  their  overall  risk  management  Given  the  broad  range  of  entities 
that  can  legitimately  benefit  from  the  use  of  derivative  instruments,  it  would  be  difficult 
to  develop  standards  to  protect  unsophisticated  parties  that  would  not  also  inhibit  their 
efforts  to  reduce  risks." 

The  FED  did  add,  however,  that  "while  further  protective  measures  do  not  appear 
to  be  necessary  in  the  current  [OTC]  market,  as  the  OTC  markets  expand  it  may  be 
appropriate  to  consider  other  measures  to  assure  that  end-users  are  aware  of  the  risks  of 
the  transactions  they  enter  into."  The  FDIC  also  noted  that  "prohibitions  on  the  use  of 
certain  forms  of  derivatives  may  effectively  limit  certain  credit  or  market  risks." 

General  consensus  among  the  regulators  to  alleviate  suitability  problems  in  the 
OTC  financial  derivative  markets  was  to  increase  levels  of  education  and  knowledge,  and 
to  provide  appropriate  disclosure. 


"•  "Risk  Muugcmcni  <rf  Fmancul  Dcnvitiva,"  Banlunt  Gtcul«r  (BC-277),  Office  of  lh«  ComplioUcr  of  the  Coirency  (OCC), 
Oaober  27,  1993. 

**'  This  difTiculty  it  icn«cted  in  the  cxperKnce  of  ibe  CFTC  with  uen  of  excrunge-trxled  derivativei.  The  CFTC  withdrew  ia 
propoul  for  ■  "niubility"  sumUrd  for  appticaiioo  to  men  of  futuret  CDnlracu,  indicanng  that  it  had  not  been  able  to  develop 
"Rwaningful  ttandanlf  of  univenal  applicatioo"  at  that  time.  43  FR  31S86.318S8  (July  24,  1978).  The  Natioiul  Future*  Aaociatios 
(NFA)  also  attempted  to  formulate  a  'suitability'  standard,  but  ultimately  adopted  a  ■know-your-oistomcr'  rule  in  combinatioa  with 
disclosure  requirements.  The  NFA  "know-your-customer"  rule  applies  only  to  customen  that  are  individuals,  and  require*  relatiwiy 
limited  infomiatioa  compared  with  that  (encnily  required  by  a  counterparty  in  a  detivath*  tiansactioa. 
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D.         CLEARINGHOUSE  PROPOSALS  AND  RELATED  INFORMATION  FOR  Ttffi 
SWAPS  MARKETS 


An  issue  facing  the  derivative  markets  is  whether  a  clearinghouse  mechanism 
should  be  created  for  OTC  derivatives.  Properly  defined,  a  clearinghouse  arrangement  is 
a  mechanism  for  calculation  of  mutual  positions  within  a  group  of  participants  with  a 
view  to  facilitating  the  settlement  of  their  mutual  obligations  on  a  net  basis.  While 
establishment  of  some  form  of  properly  structured  clearinghouse^"'  arrangement  for  the 
swaps  markets^"'  is  more  or  less  desirable  on  the  part  of  dealers,  end-users  and 
regulators,  the  notion  of  establishing  a  traditional  clearinghouse  mechanism  has  met  with 
considerable  criticism-   Parting  from  the  other  regulators,  the  SEC  suggested  that  the 
establishment  of  one  or  more  clearinghouses  that  specialize  in  the  processing  of  trades  in 
swaps  may  improve  the  current  regulatory  framework  for  the  swaps  market  by  helping  to 
ensure  the  legal  certainty  of  swaps  transactions  and  by  improving  settlement  efficiency 
through  payment  netting.  The  SEC  stated  that  while  there  are  regulatory  issues  involved 
in  the  establishment  of  a  swaps  clearinghouse,  regulators  should  actively  evaluate  the 
development  of  such  facilities. 

The  idea  of  an  exchange  market  style  clearinghouse  for  OTC  derivatives  gained 
prominence  early  this  year,  in  part  because  the  U.S.  Government  had  just  exempted 
swaps  from  U.S.  commodity  regulations.^^"   However,  large  dealers  who  account  for  80% 
of  the  world's  swap  trades  sidestepped  the  issue,  knowing  thai  without  their  participation, 
a  swaps  clearinghouse  would  not  be  successful.  Given  this  constraint,  proponents  for  the 
clearinghouse  model  quieted  down;  instead,  consensus  appears  to  be  building  for  some 
tyi>e  of  third-party  service  to  perform  traditional  clearinghouse  functions. 

This  section  will  describe  and  analyze  the  clearinghouse  system  currendy  in  place 
for  the  exchange  markets,  different  proposals  for  establishing  a  clearinghouse  mechanism 
for  the  swaps  markets,  and  the  views  of  various  dealers,  end-users,  and  regulatory  entities 
who  shared  their  insights  on  the  subject  with  the  Minority  Staff.  Listed  at  the  end  of  the 
description  of  proposals  for  clearinghouse  offset  are  the  primary  benefits  and  drawbacks 
of  a  clearinghouse  system  with  discussion  evaluating  and  analyzing  the  pros  and  cons  of 
clearinghouse  offset. 


1.         CURRENT  EXCHANGE  MARKET  CLEARINGHOUSE  SYSTEM 

Currently,  only  the  exchange  markets  have  a  clearinghouse  mechanism  in  place. 
This  mechanism  performs  such  functions  as  position  or  contract  valuation  on  a  daily 
basis,  and  calling,  receiving  and  posting  of  margin,  or  collateral  requirements.   Positions 
in  exchange  markets  are  always  matched:  the  clearinghouse  serves  to  bring 


***  A  cluhnghoute  amngemcnt  i<  a  mechaniun  for  calculation  of  mutual  positions  within  a  puup  o(  paiticipanu  with  a  view  to 
facilitating  the  settkinenl  of  their  mutual  obligations  on  a  net  basis. 

'°*  Clearinghouse  proposals  discussed  in  this  Report  are  those  directed  primarily  at  the  swaps  markets.   Martet  participants 
indicated  that  a  property  designed  clearinghouse  proposal  for  the  swaps  markets  could  eventually  extend  to  other  OTC  derrvaiivc 
instruments. 

"•  Source:  The  Fmancial  Times.  October  20,  1993. 
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counterparties  together,  to  match  their  needs,  and  to  provide  transactional  and  other 
technical  services. 

Only  standardized  contracts  with  predetermined  purposes  are  traded  on  exchange 
markets.  The  clearinghouse  seems  to  function  well  in  these  markets  primarily  due  to  this 
standardization  feature.   Market  participants  in  the  organized  exchanges  have 
predetermined  needs,  and  are  aware  of  the  instruments  available  to  fulfill  those  needs; 
the  clearinghouse  functions  to  bring  parties  with  mutual  needs  together. 

In  the  current  exchange  markets,  the  counterparty  or  the  exchange  itself  is  always 
the  clearinghouse.  The  customer  is  not  concerned  with  who  the  opposite  side  of  the 
agreement  is,  and  doesn't  bother  with  technical  aspects  of  an  agreement  such  as  margin, 
payment  or  settlement.  The  primary  purpose  of  clearinghouse  is  to  prevent  participants 
from  having  to  ascertain  and  verify  the  creditworthiness  of  their  counterparties.  For 
each  and  every  transaction  in  the  exchange  markets,  there  is  a  mechanism  which  assures 
participants  that  the  "other  side"  of  the  transaction  has  an  ability  to  pay,  or  deUver  on  the 
terms  and  conditions  contained  within  the  agreement.  The  exchange  markets  have 
flourished  partly  as  a  result  of  this  security,  and  they  continue  to  remain  active. 


2.         BASLE  COMMITTEE  CLEARING  PROPOSAL 

Multilateral  Netting!  Possible  Approach  for  Suoenisonr 
Treatment  at  Some  Future  Date 


The  BIS  clearing  proposal  is  designed  to  extend  the  benefits  of  netting  to  cover 
contracts  which  originate  with  any  of  a  group  of  counterparties  that  participate  in  the 
netting  arrangement,  instead  of  with  just  a  single  counterparty  as  in  bilateral  netting. 
Commonly  referred  to  as  multilateral  netting,  full  clearinghouse  oSset  is  designed  to 
extend  the  benefits  of  netting*"  to  cover  contracts  which  originate  with  any  of  a  group  of 
counterparties  that  participate  in  the  netting  arrangement,  instead  of  with  just  a  single 
counterparty  as  in  bilaterjil  netting.^*^*  This  can  be  achieved  in  practice  by  netting  all 
transactions  that  originate  bilaterally  through  a  central  counterparty  ~  a  clearinghouse. 

The  result  of  this  netting  will  be  that  for  every  eligible  transaction  agreed  upon  by 
a  pair  of  members,  the  clearinghouse  would  be  interposed  as  the  common  legal 
counterparty  to  each  member,  and  the  members  would  have  no  obligations  towards  each 
other  under  the  deal.  This  is  similar  to  the  clearinghouse  system  currently  in  place  for 
the  exchange  markets.  In  the  Basle  Committee  proposal,  for  each  member  of  the 
clearinghouse,  multiple  transactions  that  originate  with  many  counterparties  can  be 
amalgamated  and  netted.  As  a  result,  exposures  would  generally  be  a  fraction  of  those 


'"  Netting  is  defined  u  i  wiitten  biUtenI  contnet  between  t«o  putiet  or  more  under  which  loy  oblijaiioa  to  each  other  to 
deliver  lecuiitict,  cuneacy,  or  other  aoeu  on  «  pxn  date  it  aulooaltcaUy  amalgamated  with  all  other  obliptiona  for  the  tame  atiet, 
as  of  the  tame  value  date,  in  cfTen  leplty  tutxtiluting  ooc  tingle  act  amount  for  the  previout  groo  obliptioaf.   Netting  it  utually 
carried  out  at  netting  by  novation  (tubttiiulion  o(  a  new  contract  or  oblipuon  for  an  costing  one,  and  the  ditchaife  of  the  entting 
obligation),  in  which  cutting  obliptioni  are  rolled  mto  a  new  matter  agreement  for  tettlement  of  trantactions. 

'"  Federal  Reserve  Board.  "Contulutive  Papen  on  Martet  Risk  and  bank  CapilaL*  Basle  Committee  on  Bankina  Supcr^TSioii. 
Washington.  DC,  April  »,  1993. 
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that  would  arise  in  a  non-netting  environment 

If  a  clearinghouse  member  defaults,  the  clearinghouse  would  have  to  replace  the 
cash  flows  that  the  defaulting  member's  portfolio  would  have  produced.  In  the  event  of 
a  claim  on  the  defaulter,  clearinghouse  members  would  have  to  cover  the  shortfall  since 
the  clearinghouse  may  have  very  limited  resources  of  its  own.^"  This  is  also  similar  to 
the  exchange  market  clearinghouse  system. 

Losses,  according  to  the  proposal,  could  be  recovered  from  the  membership  in 
different  ways.  In  a  "defaulter-pays"  (or  centralized)  clearinghouse,  each  member  would 
be  obliged  to  post  collateral  equal  to  its  own  net  debit  with  the  clearinghouse.  In  the 
event  of  a  member's  default,  the  clearinghouse  would  seize  the  defaulting  member's 
collateral  to  cover  the  amount  in  default.  In  a  "survivors-pay"  (or  decentralized) 
clearinghouse,  a  loss  allocation  rule  would  apply  to  the  nonndefaulting,  surviving 
members.  For  example,  losses  could  be  allocated  in  proportion  to  a  measure  of  the 
surviving  members'  bilateral  relationship  to  the  defaulting  member.  In  practice, 
however,  multUateral  netting  schemes  could  be  a  hybrid  of  these  models.  That  is, 
members  would  be  obliged  to  reimburse  the  clearinghouse  for  losses  according  to  a 
predetermined  loss  allocation  rule,  but  losses  to  be  allocated  to  survivors  would  be 
reduced  in  the  first  instance  by  collateral  posted  by  the  defaulting  member. 

The  proposal  suggests  that  multilateral  netting  arrangements  will  be  expected  to 
have,  among  other  things,  safeguards  to  address  settlement  risk  in  a  responsible  manner, 
including  risk  controls  such  as  internal  limits,  adequate  and  reliable  liquidity  support,  and 
appropriate  technical  back-up  facilities.  The  adherence  of  multilateral  schemes  to  the  six 
standards  set  forth  by  the  Lamfalussy  Report  (Appendix  D),  will  be  monitored  by  central 
banks  and  other  relevant  authorities.  However,  each  national  supervisor  whose  banks 
belong  to  a  multilateral  netting  arrangement  should  be  satisfied  that  the  standards  are 
met  before  extending  supervisory  recognition  to  the  netting  performed  under  the  scheme. 


a.  Capital  Requirements  Under  Multilateral  Netting 


(1)       Capital  Requirements  for  Current  Exposure 

Under  any  multilateral  netting  arrangement,  there  must  be  an  agreed  formula 
whereby  any  losses  suffered  by  the  clearinghouse  from  the  default  of  any  of  the  members 
would  be  aUocated  to  other  members,  even  if  the  possibility  of  loss  for  the  clearinghouse 
is  remote  as  a  result  of  comprehensive  collateral  arrangements.   If  a  member's  default 
(or  close-out)  caused  a  replacement  loss  to  the  clearinghouse,  a  bank  would  be  allocated 
a  loss  share  in  proportion  to  its  notional  bilateral  exposure  to  the  defaulting  (or  closed- 
out)  member.  If  the  clearinghouse  requires  collateral,  the  loss  to  be  allocated  would  be 
the  residual  loss  (the  amount  by  which  the  replacement  loss  exceeded  the  value  of  the 
collateral). 

A  starting  point  would  be  to  regard  a  bank's  current  exjwsure  as  the  sum  of  the 


'  Issue*  of  tystemic  risk  and  conccntnlion  appear  lo  be  of  consequence  under  this  propooL 
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loss  shares  that  it  would  be  allocated  in  the  event  of  the  default  (or  close-out)  of  each 
clearinghouse  member  to  which  it  had  a  notional  bilateral  exposure,  after  factoring  in 
the  use  of  collateral  available  to  the  clearinghouse.^"  The  sum  of  the  loss  shares 
provides  an  analogous  treatment  with  non-netted  contracts.  In  the  case  of  non-netted 
contracts,  the  exposure  is  the  sum  of  the  exposure  to  the  potential  default  of  each 
counterparty.  Oif  course,  the  effect  of  multilateral  netting  will  tend  to  lower  this 
exposure. 

At  this  time,  the  Basle  Committee  has  not  reached  conclusions  about  the  level  of 
capital  requirements  that  should  be  attached  to  this  measure  of  current  exposure.  This 
question  will  be  kept  under  review  in  light  of  the  continuing  development  of  the 
multilateral  foreign  exchange  netting  initiatives  and  their  oversight  by  central  banks  and 
other  relevant  authorities. 


(2)       Capital  Requirements  for  Potential  Future  Exposure 

The  capital  requirements  under  consideration  by  the  Committee  would  also 
require  a  charge  for  potential  future  exposure.   However,  potential  future  exposure  for  a 
member  of  a  multilateral  netting  facility  would  be  determined  by  a  combination  of  the 
evolution  of  underlying  rates  and  prices,  the  changing  pattern  of  clearinghouse  exposure 
to  other  members,  and  the  loss  allocation  procedure  in  place.  A  highly  simplified 
approximation  will  be  required  to  determine  the  add-ons  needed  to  cover  the  resulting 
exposure. 

b.  Risk  Weights  for  the  Clearinghouse 

Banks  will  have  exposure  to  the  clearinghouse  for  example  through  funding  and 
liquidity  back-up,  to  which  a  risk  weight  would  need  to  be  applied.  Consistent  with  the 
Accord,  the  weight  applicable  to  claims  on  a  clearinghouse  would  be  the  normal  100% 
private-sector  weighting,  unless  the  clearinghouse  is  incorporated  as  a  bank  and  becomes 
subject  to  bank  supervisors'  rules,  in  which  case  a  20%  weight  would  be  appropriate,  or 
the  host  government  or  central  bank  has  given  a  clear  and  unequivocal  guarantee  for  all 
of  its  obligations,  in  which  case  a  zero  weight  would  be  justified. 

3.         COLLATERAL  SETTLEMENT  PROPOSAL 

The  collateral  settlement  proposal  is  one  where  a  third  party  entity  would  collect 
and  manage  collateral  for  derivative  transactions.   While  satisfying  numerous  aspects  of  a 
full  clearinghouse  arrangement,  this  proposal  would  not  impose  a  "middleman"  as  in  the 
exchange  market  clearinghouse  system.  The  third  entity,  not  party  to  the  transaction. 
would  be  established  to  perform  certain  technical  functions  such  as  trade  matching, 
contract  valuation,  and  receiving  and  posting  of  collateral  requirements. 


'"  In  the  case  of  a  cle»hnghou«  llut  on  a  daily  basis  mariu  all  outsunding  contractt  lo  martcl  and  collecu  from  its  members  daily 
losses  and  pays  oui  to  its  members  daily  gains  (i.e.,  :ollecu  and  pays  variation  margin),  the  capital  treatment  would  be  consistent  with 
that  of  ejcchange-inded  instniments  -  specifically,  no  capital  would  be  required. 
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This  proposal  would  allow  control  of  collateral  and  credit  exposure  in  an 
organized  and  efBcient  manner.  The  primary  positive  aspert  of  clearinghouse  offset,  the 
reduction  of  credit  exposure,  would  be  provided  under  this  proposal,  as  the  third  party 
agent  would  independently  collect  collateral  for  each  transaction;  the  risk  of  default  is 
secured,  unlike  the  unsecured  risk  found  in  the  exchange  market  clearinghouse  system 
where  the  exchange  has  some  responsibility  to  members.  At  the  same  time,  some  of  the 
negative  aspects  of  imposing  a  full  clearinghouse  system  are  spared.  For  example,  the 
custom-tailoring  provision  found  in  OTC  markets,  and  in  swap  transactions,  would  still 
be  available  to  participants,  allowing  them  to  construct  and  mold  agreements  as  they  see 
fit  to  accommodate  their  needs. 

The  collateral  settlement  proposal  requires  posting  of  collateral  on  a  net  rather 
than  on  a  gross  basis,  i.e.,  positions  are  examined  with  respea  to  all  members  collectively 
rather  than  for  each  member  individually.  Collateral  arrangements  would  be  intended  to 
work  on  a  daily  posting  method;  depending  on  the  mark-to-market,  collateral  would  need 
to  be  posted  or  credited  at  the  conclusion  of  daily  business. 

This  proposal  differs  principally  in  that  the  counterparty  is  still  the  opposite  side 
of  the  contract,  Ji2l  the  clearinghouse  or  exchange.  The  derivative  agreement  would  only 
stand  between  the  two  counterparties  entering  into  the  transaction.   Payment  systems 
would  remain  the  same  as  well.  Provisions  affecting  collateral  arrangements  are  what 
principally  differentiate  this  proposal  from  the  traditional  clearinghouse  model  found  in 
the  exchange  markets.  This  proposal  would  also  relieve  the  third  party  entity  from  any 
liabihty  in  the  case  of  counterparty  default  by  not  requiring  them  to  bear  any  financial 
burden.  Consequently,  issues  of  systemic  risk  and  concentration,  so  important  to 
regulators  and  market  participants,  would  not  apply  under  this  proposal. 

The  collateral  settlement  proposal  was  floated  in  late  1991/early  1992,  but  has  not 
been  implemented  to  date.  The  main  reason  for  this,  market  participants  indicate,  is  the 
lack  of  a  definite  need  for  such  a  svstem.  or  anv  clearinghouse  system,  in  the  swaps 
markets.  There  are  no  active  discussions  at  this  time  on  implementing  this  proposal. 
Some  have  suggested,  however,  that  implementation  of  this  or  a  similarly  structured  plan, 
will  likely  take  place  in  the  next  two  to  three  years. 

Although  implementation  of  a  full-blown  clearinghouse  system  for  the  swaps 
markets  appears  very  unlikely,  end-users,  dealers  and  regulators  generally  agree  that 
some  form  of  mild  clearinghouse  arrangement,  such  as  this  collateral  settlement  proposal 
or  a  similar  system  used  by  Bankers  Trust,^"  will  eventually  be  necessary.   Whether  such 
action  will  take  the  form  of  the  collateral  agency  proposal  or  some  other  format  is 
unclear.  What  is  certain  is  that  the  dealer,  end-user,  and  regulatory  conununity  will  not 
be  the  ones  to  "push"  for  implementation  of  a  clearinghouse  system.  Rather,  lobbying 
for  such  a  proposal  would  likely  come  from  "small,"  or  "low  volume"  players  in  these 
markets,  whose  numbers  may  swell^"  as  a  clearinghouse  would  provide  an  opportunity 
for  them  to  enter  the  market  A  push  for  implementation  may  also  come  ft'om  the 


'"  Binken  Tniw  uses  i  system  called  C-Trac+,  which  offere  thM-puty  processiBj  for  tU  types  of  collJtetalized  OTC  tnnuctioos. 

"*  There  «re  pfos  «jkJ  coos  to  having  more  people  enter  the  martet  The  principal  benefits  include  increased  corapetitioa  and 
diffusion  of  power  (reduction  in  the  "eUteness"  of  participants).  The  piincipal  diawbacks  include  an  increased  likeUbood  for  abuse  in 
the  maitet  resultio(  fiora  use  of  derivatives  by  unsophisticated  in\«tofs,  and  looaer  internal  cootiois,  which  is  perhaps  the  key  element 
to  successful  fuikctioainf  of  this  maitcL 
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Chicago  Board  of  Trade,  where  implementation  of  a  clearinghouse  mechanism  for  the 
swaps  markets  would  dramatically  expand  the  scope  of  the  CBOT. 


4.         PRIMARY  BENEFITS  AND  DRAWBACKS  OF  A  CLEARINGHOUSE  SYSTEM 

a.  Primary  Benefits 

•  Reduction/elimination  of  counterparty  credit  risk; 

•  Daily  position/contract  valuation; 

•  Calling,  receiving  and  posting  of  collateral  requirements; 

•  Execution  of  technical  and  administrative  considerations,  including  data 
collection  and  trade  matching; 

•  Provision  of  Hquidity  to  the  corresponding  market; 

•  Allowance  for  greater  participation  in  the  markets  by  smaller  firms;  and 

•  Industry-wide  trade  confirmation  policy. 

b.  Primary  Drawbacks 

•  Loss  of  flexibility  in  designing  derivative  contracts; 

•  Allowance  for  numerous  entities  to  participate  in  the  markets,  some  of 
which  may  not  be  suitably  qualified;  and 

•  A  clearinghouse  arrangement  could  expose  dealers  to  unquantified,  and 
potentially  large,  failure  risk  (systemic  risk  issues). 

Although  there  are  benefits  and  drawbacks  in  a  clearinghouse  mechanism, 
prevailing  opinion  among  market  participants  appears  to  be  that  a  clearinghouse 
arrangement  only  serves  specific  purposes  and  should  not  be  implemented,  as  currently 
structured  for  the  swaps  markets. 

Dealers,  end-users  and  regulators  all  seem  to  agree  that  some  form  of 
clearinghouse  may  be  necessary  for  the  swaps  markets  in  the  future,  as  part  of  the 
evolution  of  the  markets.   Market  participants  suggested  that  such  an  arrangement  may 
take  the  form  of  the  collateral  settlement  proposal  mentioned  above.   However,  experts 
and  the  large  majority  of  industry  players  agree  that  implementation  of  a  clearinghouse 
mechanism  to  the  swaps  markets  as  it  is  currently  structured  for  the  exchange  markets 
would  be  detrimental. 

Opponents  to  implemenution  of  an  exchange  clearinghouse  system  in  the  swaps 
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markets  argue  that  the  very  purpose  of  the  these  markets  would  be  nullified  if  a  full- 
scale  cleanngbouse  were  implemented.  The  very  nature  of  swaps  contracts  requires  that 
it  be  permissible  to  craft  and  custom-tailor  the  agreements  to  suit  the  particular  needs  of 
those  who  use  them.  Imposition  of  a  clearinghouse  mechanism  on  the  swaps  markets 
may  serve  to  eliminate  the  very  purpose  of  these  markets.  Custom-tailoring  allows  swaps 
markets  participants  to  mutually  accomplish  their  goals  with  coimterparties.  The  custom- 
tailor  feature  extends  to  both  parties  in  a  transartion  -  there  is  mutual  agreement  on  the 
terms  and  conditions  of  the  contract  before  it  is  signed  and  both  parties  will  service  their 
needs  and  benefit  from  the  arrangement.  The  flexibility  in  swaps  contracts  is  critical  to 
serving  customers  who  require  that  agreements  be  custom-tailored  to  meet  their  specific 
needs.  Such  contracts  are  constructed  from  the  "bottom-up,"  i.e.,  customers* 
requirements  are  first  analyzed,  then  used  as  the  basis  for  the  terms  of  the  contraa.  The 
final  product  is  an  agreement  which  suits  all  concerned  parties.  Should  a  clearinghouse 
arrangement  similar  to  the  one  found  in  exchange  markets  be  implemented  in  the  swaps 
markets,  customers  would  simply  move  their  business  o&hore,  originating  agreements  in 
other  countries  not  subject  to  an  OTC  clearinghouse  system.  Market  participants  and 
industrv  experts  correctlv  point  out  that  implementation  of  a  full  clearinghouse  svstem 
would  take  away  measures  for  entities  to  reduce  and  control  risks. 

Oppwnents  also  argue  that  a  clearinghouse  arrangement  would  unfairly  burden 
member  participants  by  making  them  responsible  for  counterparties  that  default  or  don't 
owe  up  to  their  contractual  obligations.   Important  systemic  issues  arise  here.  Subjerting 
dealers  to  concentration  and  opening  the  potential  for  systemic  risk,  in  addition  to  the 
financial  burden  they  would  have  to  assume  in  the  case  of  a  member  default,  far 
outweighs  the  benefits  provided  by  clearinghouse.   Many  of  these  benefits  are  already 
accounted  for  in  dealers'  current  risk  management  measures.   Although  market 
participants  and  industry  experts  agree  that  the  failure  of  one  fixm  is  unlikely  to  create 
systemic  risk,  member  firms  could  potentially  suffer  dramatic  losses.  The 
implementation  of  a  clearinghouse  concentrates  risks  on  an  exchange;  such  concentration 
exposes  all  members  to  the  risk  that  the  clearinghouse  itself  may  fail. 

In  addition,  market  participants  opposed  to  implementation  of  a  clearinghouse 
arrangement  for  the  swaps  markets  state  that  their  proprietary  controls,  supervision  and 
technical  measures  account  for  the  benefits  found  in  exchange  market  clearinghouse. 
For  example,  by  analyzing  the  credit  quality  of  counterparties,  by  requiring  collateral  and 
by  using  relatively  simple  contracts  with  short  durations,  OTC  dealers  and  end-users 
indicate  that  they  can  properly  measure  and  control  credit  risk-   In  terms  of  contract 
valuation,  most  dealers  mark-to-market  on  a  daily  basis  and  have  sophisticated  models  to 
accurately  reflect  position  values.  Calling,  receiving  and  posting  of  collateral  in  the  OTC 
markets  today  is  efficient  and  relatively  simple,  and  back  offices  have  been  modified  and 
upgraded  to  execute  technical  and  administrative  considerations.  Furthermore,  it  is 
widely  accepted  among  market  participants  that  the  lack  of  clearinghouse  offset  in  OTC 
markets  does  not  hamper  liquidity  in  those  markets.  Dealers  also  argue  against  the 
burdens  that  would  be  imposed  on  them  should  a  member  firm  defauh  under  a 
clearinghouse  arrangement.   Adversaries  to  the  plan  argue  that  such  responsibility  should 
be  the  placed  on  the  counterparties  themselves.  Finally,  OTC  dealers  and  end-users 
argue  that  allowing  greater  participation  in  the  markets  by  smaller  firms  is  actually 
detrimental  to  properly  supervising  and  controlling  an  already  complex  system  and  group 
of  participants. 
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5.         THE  REGULATORY  COMMUNITY 

There  is  considerable  opinion  among  regulators^"  that  while  clearinghouse 
arrangements  have  some  merits,  they  should  not  be  implemented  in  the  swaps  markets  at 
this  time."'  Regulators  quantified  this  general  conclusion  by  saying  that  a  properly 
designed  and  properly  implemented  clearinghouse  system  could  well  serve  the  OTC 
markets,  and  it  may  make  sense  to  consider  such  a  proposal  in  the  future.  The 
Securities  and  Exchange  Commission  was  more  positive  on  how  effective  a  clearinghouse 
mechanism  for  the  swaps  markets  would  be,  indicating  that  "...clearinghouses  provide 
dealers  and  end-users  with  operational  efficiencies  that  can  result  in  savings  to  dealers 
whether  or  not  they  are  direct  participants  in  the  clearinghouse.   Such  cost  savings  could 
be  passed  on  to  end-users.    Moreover,  the  competition  created  by  expanding  the  market 
to  include  more  dealers  should  benefit  end-users  through  lower  transaction  charges,  and 
because  the  increased  liquidity  of  the  market  should  help  ensure  that  end-users  receive 
best  execution."  The  SEC  qualifies  their  remarks  by  noting  that  "...many  details  need  to 
be  worked  out  before  an  effective  clearinghouse  offset  mechanism  could  be  established. 
For  example,  because  swaps  typically  are  highly  customized,  low  volume  instruments, 
there  may  be  limited  opportunities  for  offset." 

In  their  written  responses,  regulators  cited  several  benefits  associated  with 
clearinghouse  offset,  all  of  which  were  covered  in  our  meetings  with  industry  experts  and 
market  participants.   Included  among  them  were: 

Allows  greater  participation/provides  increased  competiiion; 
Increased  liquidity  for  the  market; 

Potential  lowering  of  overall  costs  to  operate  in  the  markets; 
Reduction  of  counterparty  credit  risks; 
Guaranteed  settlement; 
Improved  data  collection  and  trade  matching; 

Standardization  of  back-office  systems,  leading  to  further  operational  cost 
savings;  and 
•  Facilitation  of  prompt  closing  of  a  failed  participant's  positions. 

Despite  these  benefits,  the  regulatory  community  feels  that  drawbacks  associated 
with  clearinghouse  implementation  and  potential  systemic  issues  outweigh  the 
advantages.  The  FDIC  stated  that  "clearinghouse  offset  is  prartical  only  with  the  use  of 
standardized  contracts,  and  that  the  loss  of  flexibility  [associated  with  clearinghouse 
offset]  would  outweigh  any  benefits."  The  FDIC  added  that  OTC  swaps  [as  they  are 
currently  structured]  can  provide  more  precise  hedging  and  risk  management  vehicles. 


'"  Tho«  mrvtyed  includt  th<  New  York  Suie  Banking  Board.  ih«  Federal  Depocii  Iiuunnc«  Corporatioo  (FDIQ.  the  Omce  of 
Thrift  Supervision  (OTS).  ihe  Bo«id  o(  OoverT>or»  of  the  Federal  Reserve  System  (FED),  the  Office  of  the  Comjxroller  of  the 
Currency  (OCQ,  the  Secunties  »»d  Exchange  Commission  (SEC),  ind  the  <u>mniodity  Future*  Trading  Commissioo  (CFTC).  See 
response*  to  Question  #14  posed  to  the  regulators  by  Represenuirve  Leach. 

"•  The  CFTC  issued  an  order  generally  exempting  sw»ps  from  regulalioti  under  the  CEA  on  January  14.  1993  (58  FR  5587.  January 
22,  1993).   In  that  order,  the  CFTC  noted  that  it  believed  a  cleannghouse  system  for  swap  agreements  could  be  beoeficiaL   Howrver, 
because  clearing  mechanisms  were  not  yet  in  existence  and  since  they  may  lake  many  forms  and  r»ise  different  concerns  due  to  varying 
forms  and  panicipants,  the  CFTC  did  not  include  clearing  in  its  exemptive  order.  The  CFTC  did,  however,  explicitly  sute  that  it  wuld 
consider  further  exemptive  relief  and  that  it  would  evaluate  the  terms  and  conditions  of  clearing  systems  that  market  panicipanu  wish 
to  use. 
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The  OTS  indicated  that  "some  types  of  swaps  could  be  run  through  a  clearinghouse 
mechanism,  but  there  is  still  a  large  segment  [of  the  swap  market]  for  which  a 
clearinghouse  would  be  an  inefficient  solution.' 

By  far  the  most  important  concern  on  the  part  of  regulators  was  the  issue  of 
systemic  risk/"  The  FDIC  was  of  the  opinion  that  "a  clearinghouse  mechanism  could 
potentially  expose  dealers  to  unquantified,  and  possibly  very  large,  failure  risk  of  a 
member  dealer,  unless  the  clearinghouse  itself  was  substantially  capitalized."  The 
Federal  Reserve  added  that  'multilateral  netting  through  a  clearinghouse  may  obscure 
the  level  of  exposures  instead  of  achieving  reductions  in  actual  credit  and  liquidity 
exposures...muItilateral  netting  systems  can  shift  and  concentrate  risks  in  ways  that  could 
inaease  systemic  risk  by  increasing  the  likelihood  that  one  institution's  failure  will 
undermine  the  condition  of  others."  Finally,  the  OCC  noted  that  "the  concentration  of 
risks  on  the  clearinghouse  exposes  all  participants  to  the  risk  that  the  clearinghouse  itself 
may  fail." 

In  quantifying  suggestions  that  dealers  and  end-users  could  benefit  from  well 
designed  clearinghouse  arrangements,  the  OCC  stated  that  "national  banks  should  only 
participate  in  those  clearinghouse  arrangements  that  meet  the  six  minimum  standards  for 
netting  and  settlement  schemes  (See  Appendix  D)."  Regulators  also  noted  that  some 
market  participants  may  benefit  more  than  others  should  a  clearinghouse  system  be 
implemented  for  the  OTC  markets.  The  OCC  indicated  that  end-users  "may  derive  more 
benefit  than  dealers  from  the  substitution  of  the  clearinghouse's  creditworthiness  for  that 
of  individual  counterparties,  as  end-users  may  not  be  as  adept  as  dealers  at  analyzing  the 
credit  risks  of  counterparties."  The  OCC  added  that  dealers,  on  the  other  hand,  "may 
benefit  more  than  end-users  from  the  benefits  of  multilateral  netting....dealers  may  also 
derive  comf>etitive  benefits  from  a  clearinghouse  arrangement  to  the  extent  that 
participation  in  the  clearinghouse  masks  the  dealer's  portfolio  position."  The  other 
regulators  generally  concurred  that  dealers  have  the  most  to  lose  from  a  clearinghouse 
arrangement,  while  small,  less  creditworthy  participants  have  the  most  to  gain. 


6.         THE  DEALER  COMMUNITY 

The  dealer  community  is  largely  opposed  to  implementation  of  a  clearinghouse 
mechanism  for  swaps  transactions,  with  some  dealers  more  vehemently  opposed  than 
others.  There  is  agreement  among  dealers,  however,  that  some  form  of  jnild 
clearinghouse  is  beneficial  and  perhaps  necessary  as  the  swaps  markets  evolve.   Despite 
this  mutual  general  acceptance,  it  is  very  unlikely  that  a  push  for  clearinghouse 
implementation  will  originate  from  the  dealer  community. 

Several  reasons  exist  for  this.  Dealers  themselves  currently  function,  to  a  certain 
extent,  as  clearinghouses.  They  dominate  the  market  and  are  naturally  reluctant  to  have 
their  power  base  and  authority  dispersed.  Certain  qualifications  such  as  size,  technical 


"•  Th«  Securitkt  »nd  Exchange  Cominittioa  (SEC)  look  a  tlightly  lepaiate  view  from  the  other  regulalon  on  the  ictue  of  lynemic 
risk.  On  thij  matter,  the  SEC  noted:  "..  j  dearinghouse  offset  that  included  multilateral  netting  by  novation  (netting  by  novaiioa  haa 
been  recognized  by  regulaton  in  capital  adequacy  rule*  while  close-out  netting,  which  is  one  of  the  BIS  propoaaJs,  is  currently  under 
coosidention)  would  reduce  systemic  risk  by  improving  credit  sviiUbUity  and  enhancing  market  and  dealer  liquidity."  The  SEC  added 
that  "many  details  need  to  be  worked  out  before  an  effective  deanngbouse  offset  mechanism  could  be  esublisbed.' 
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capability  and  capital  adequacy  are  necessary  to  qualify  as  a  dealer  in  these  instruments; 
imposition  of  a  clearinghouse  will  "socialize"  the  swaps  market  and  allow  lower-rated 
entities  to  participate  in  a  highly  lucrative  market 

All  dealers  in  the  swaps  market  have  outstanding  credit  ratings.  They  particularly 
enjoy  this  status  because  they  have  strived  over  the  years  to  achieve  such  high  ratings. 
Establishment  of  a  clearinghouse  will  delineate  the  hierarchical  natxire  of  dealers  based 
on  credit  ratings  and  Hnancial  prowess,  which  is  the  current  structure  in  these  markets. 
With  a  clearinghouse  in  place,  a  far  larger  number  of  organizations  would  be  able  to 
participate  in  the  markets,  and  firms  with  lower  credit  ratings  would  become  more  active, 
at  the  expense  of  entities  with  higher  credit  ratings. 

Dealers  can  benefit  from  the  reductions  in  credit  and  liquidity  exposures  resulting 
from  clearinghouse  offset.   As  mentioned  before,  multilateral  netting  will  generally 
benefit  dealers  more  than  other  market  participants;  dealers  may  also  derive  competitive 
benefits  from  a  clearinghouse  arrangement  to  the  extent  that  participation  in  the 
clearinghouse  masks  the  dealer's  portfolio  position. 

A  final  important  point  to  note  for  the  dealer  community  under  a  clearinghouse 
system  is  the  shared  resf>onsibility  which  would  be  assumed  by  a  dealer  in  the  event  of 
another  dealer's  default.  A  clearinghouse  mechanism  naturally  concentrates  activity  and 
some  say  poses  systemic  risk  problems.   Entities  with  an  ability  to  pay  would  be  most 
responsible  for  losses  incurred  by  a  failed  participant  under  a  clearinghouse  system. 
Consequently,  some  dealers  could  potentially  be  exposed  to  large  financial  obligations. 


7.         THE  END-USER  COMMUNITY 

The  end-user  community  widely  recognizes  that  certain  benefits  are  associated 
with  implementation  of  a  clearinghouse  mechanism  for  the  swaps  markets,  but  indicated 
that  they  are  overwhelmingly  satisfied  with  the  current  system.   Similar  to  dealers, 
various  end-users  expressed  a  favorable  opinion  toward  some  mild  form  of  clearinghouse 
arrangement  being  associated  with  the  swaps  market  at  some  point  in  the  future.  The 
push  for  implementation  also,  however,  will  not  likely  come  from  the  end-user 
community. 

Primary  benefits  of  clearinghouse  to  the  end-user  community  include  greater 
participation  and  access  in  these  markets,  as  end-users  would  have  a  wider  universe  of 
dealers  to  choose  from;  potential  costs  savings  as  the  number  of  dealers  would  swell  and 
reduce  transactional  costs  to  ensure  that  they  receive  business  in  a  more  competitive 
environment;  the  reduction  of  counterparty  credit  risks  since  the  clearinghouse  would 
substitute  for  individual  counterparties;""  and  reduced  liquidity  exposures. 

The  benefits  are  attractive  for  the  end-user  community,  but  market  participants 
overwhelmingly  indicated  satisfaction  with  the  system  as  it  is.  One  end-user 
representative  questioned  the  rationale  to  change  the  system  if  it  is  working  well. 


'  End-uscn  tic  typically  not  is  adepi  u  dealen  at  analyzing  credit  risk. 
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REGULATION  OF  THE  HNANCIAL  DERIVATIVE  MARKETS'" 


1.         OVERVIEW 

Derivative  activities  are  governed  by  multiple  types  and  levels  of  regulation, 
depending  upon  the  product  used,  the  manner  in  which  it  is  used,  and  the  type  of  entity 
involved.  Oftentimes,  for  example,  a  single  derivative  transaction  involves  two 
counterparties  regulated  by  different  agencies,  such  as  a  bank  regulated  by  the  OCC  and 
a  securities  firm  regulated  by  the  SEC.   In  another  derivative  transaction,  an  entity,  such 
as  a  bank,  utilizing  an  exchange-traded  derivative  is  regulated  by  the  OCC  where  the 
derivative  product  is  regulated  by  the  CFTC.  Certain  entities  who  utilize  derivatives  are 
not  regulated  at  the  federal  leVel  or  at  all,  although  the  derivative  products  they  use  may 
be  subject  to  certain  regulation. 

The  regulation  of  derivatives  may  be  divided  into  the: 

►  Type  of  Product;  and 

►  Entity  Involved. 

For  purp>oses  of  this  section,  the  regulation  of  derivatives  is  also  separated  in 
terms  of: 

►  Capital  Standards; 

►  Accounting  Treatment;  and 

►  Disclosure. 

For  the  opinions  of  regulators  regarding  the  adequacy  of  derivative  regulations, 
see  Questions  posed  to  the  regulators  by  Rep.  Leach. 


2.         REGULATION  BY  TYPE  OF  DERIVATIVE  PRODUCT 

Derivatives  are  entered  into  throughout  the  world  through  two  different  markets: 
the  Over-the-Counter  (OTC)  Market;  and  the  Exchange  Market 

OTC  derivatives  are  those  which  are  customized  and  not  under  the  jurisdiction  of 
the  Commodity  Futures  Trading  Commission  (CFTC)  or  have  been  exempted  by  the 
CFTC  from  its  jurisdiction. 

Exchange-traded  derivatives  are  those  which  are  traded  on  organized  exchanges 
and  are  regulated  by  the  CFTC  and  the  SEC. 


"  See  Questkxu  #1.  #2,  #3.  #S,  #6,  lad  #7  poced  lo  the  legulaton  Rcpioenutive  Leach. 
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a.  OTC  Derivatives 

OTC  derivatives  are  those  derivatives  which  are  customized  to  meet  the  specific 
terms  and  conditions  of  institutions.  OTC  derivatives  include  swaps,  forwards,  hybrids, 
and  certain  options.  OTC  derivatives  are  not  under  the  jurisdiction  of  the  Commodity 
Futures  Trading  Commission  (CFTC),  including  forwards,  certain  transactions  in  the 
interbank  market,  certain  foreign  currency  transactions,  and  trade  options;"^  or  have 
been  recently  exempted  by  the  CFTC  from  its  jurisdiction,  namely  swaps,  certain  hybrids, 
and  certain  energy  contracts."'   In  addition,  any  derivative  considered  a  security  would 
fail  under  the  jurisdiction  of  the  SEC.  OTC  derivatives  are  regulated  to  the  extent  that 
regulatory  agencies  oversee  the  entities  that  utilize  OTC  derivatives.   For  example,  when 
financial  institutions  and  securities  firms  utilize  OTC  derivatives,  they  are  subject  to  the 
regulation  of  their  primary  regulator,  namely  the  OCC,  FDIC,  FED,  OTS,  or  the  SEC.^^* 
In  addition,  the  SEC  has  jurisdiction,  in  general,  over  those  derivatives  which  are 
considered  a  "security"  under  Section  3(a)(10)  of  the  SEC  Act  of  1934.  Insurance 
companies  would  have  no  federal  regulator  but  would  be  regulated  by  the  resf)ective 
state  insurance  commissioner. 

Certain  OTC  derivative  activities  .ai£  subject  to  anti-fi'aud  and  anti-manipulation 
regulations  of  the  CFTC  and  SEC,  regardless  of  the  participant.  The  CFTC  has 
exempted  swaps,  hybrids,  and  certain  energy  products  from  its  jurisdiction.  However,  the 
CFTC  does  HQl  exempt  swaps  from  all  statutory  anti-fraud  and  anti-manipulation 
prohibitions.^^'  Energy  contracts  are  also  subject  to  CFTC  provisions  prohibiting  price 
manipulation.   Swaps  and  energy  contracts  are  not  exempt  from  the  so  called 
"jurisdictional  accord"  between  the  CFTC  and  the  SEC"  which  relates  to  the  allocation 
of  regulatory  responsibility  for  stock  index  futures  contracts  and  options  between  the  two 
agencies  and  imposes  certain  interagency  requirements  with  respect  to  approval  of  stock 
index  futures  trading.  Trade  option  transactions,  which  are  exempt  from  CFTC 
regulation,  ate  subject  to  prohibitions  against  fraud,  certain  types  of  representations,  and 
unreasonable  failures  to  secure  prompt  execution  of  commodity  options  orders  by 
persons  receiving  such  orders.  Currently,  trade  options  on  agricultural  commodities  are 
prohibited.   In  addition,  to  the  extent  that  an  OTC  securities  derivative  product  is 


*"  Regudini  forwinte,  ««  Sec.  l»(n)  erf  the  CEA.  7  USC  |1.   Rcprding  ihOK  trin»»ctioni  in  the  intertwnk  nurtet,  tec  7  USC 
12.  Alto  reprting  intertMnk  miitet,  tee  50  Fed.  R«g.  42963  (Oct.  23,  1987)- 

*"  Regsrding  iw«p«  »nd  hybrid*,  tee:  Sectioo  4{cXl)  of  the  Futuret  TrwJing  Pncticet  Act  of  1992,  7  USC  J6(cXl).    Repnling 
swap*,  tee  Sectioii  4(cX5XB)  of  the  Futuie*  Trading  Practices  Act  of  1992.  ind  56  Fed.  Reg.  5587  (January  22,  1993).    Regarding 
hybnds.  see  Sectioo  4(cXSXA)  of  the  Future*  Trading  Practice*  Act  of  1992.  and  58  Fed.  Reg.  5580  (January  22,  1993).    Regarding 
energy  contractt,  tee  58  Fed.  Reg  21286,  21294  (Apnl  20,  1993).   In  addition,  the  CFTC  hat  retained  tome  reaidual  anii-manipulation 
or  anti-fraud  authority  for  tome  of  Ihete  exempt  iiutrumenlt. 

"'  For  further  infonnatiofl  oo  the  regulation  by  the  agenciet.  tee  the  next  Sedka  BX:  Regalatiaa  by  1>pe  of  Euity  Usag 
Denvatiws. 

"'  Although  the  CFTCt  swap*  cicmptive  provition  pre*ervT«  the  applicability  of  tutuloty  anti-fraud  and  anti-manipulation 
ptohibiliont,  thete  prohibitiont  are  limited  to  tpeciTied  types  of  conduct  inv^^hong  future*  cooiracu  or  the  ca*h  market.  There  i*  no 
statutory  or  regulatory  anti-fraud  provision  eiprettly  designed  to  co«r  swap*.   For  example.  Section  4b  o*  the  CEA,  the  general  anti- 
fraud  provision,  prohibiu,  among  other  things,  any  person  from  cheating,  defrauding  or  attempting  to  cheat  or  defraud  any  person  "in 
or  in  connection  with  any  order  to  make,  to  the  making  of,  any  contract  of  sale  of  any  commodity  for  future  delivery  ...  for  or  on  behalf 
of  any  other  pcnofi.'   Liability  under  thit  pttjvision  thus  would  ante  from  a  swap  transaction  only  to  the  extent  that  a  future*  contract 
under  the  CEA  were  shown  to  be  mvohed.   Further,  some  have  suggested  that  the  statutory  requirement  that  the  transaction  be  one 
undertaken  'for  or  on  behalf  or  another  person  could  be  read  to  confine  liabUity  to  person*  acting  in  an  agency  or  broker  capacity  of 
another. 

"♦  Section  2(aXl)(B)  of  the  CEA.  7  USC  {  2a. 
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offered  and  sold  between  private  parties  without  the  assistance  or  intermediation  of  a 
broker-dealer  or  registered  investment  adviser,  anti-fraud  provisions  set  forth  in  Section 
17  of  the  Securities  Act  of  1933,  together  with  the  anti-fraud  provisions  of  Rule  lOb-5  of 
the  Securities  Act  of  1934,  would  apply."'  Broker-dealers  involved  m  OTC  securities 
derivative  transactions  are  subject  to  additional  SEC  regulation. 

During  the  past  10  years,  legal  uncertainty  concerning  the  status  of  some 
derivative  transactions  has  arisen.  This  is  a  result  of  the  introduction  of  newly  designed 
financial  instruments  containing  elements  of  futures,  securities,  and  options  and  of 
varying  interpretations  of  the  scope  of  the  CEA  and  the  term  futures  contract  This 
uncertainty  was  addressed  in  the  Futures  Trading  Practices  Act  of  1992  (FTP A)"'  and 
set  forth  in  Section  4(c)  of  the  CEA.  This  legislation  authorized  the  CFTC  to  exempt 
any  agreement,  contraa  or  transaction  from  certain  exchange-trading  requirements. 
Generally,  the  basis  for  the  exempted  transactions  are  (1)  unsuitable  for  exchange 
trading  and  (2)  entered  into  by  parties  who  are  engaged  in  a  line  of  business  involving 
the  commodity  that  is  the  subject  of  the  transaction  or  who  satisfy  financial  criteria 
designed  to  assure  their  competence  to  engage  in  such  transactions  without  otherwise 
applicable  regulatory  protections. 


(1)       Swaps 

Under  the  authority  of  the  FTP  A,  the  CFTC  published  final  rules  on  January  22, 
1993  exempting  swap  transactions  meeting  certain  criteria  from  most  CFTC  regulation."' 
The  exemption  is  limited  to  swap  agreements  entered  into  by  "eligible  swap  participants," 
which  include  various  categories  of  institutional  and  commercial  entities  and  natural 
persons  with  substantial  assets.^'"  In  addition  to  restricting  the  categories  of  participants 
eligible  to  participate  in  exempt  transactions,  the  CFTCs  swaps  exemptive  rules  impose 
restrictions  upon  the  design  and  execution  of  the  transactions  that  distinguish  them  from 
exchange-traded  futures  contracts.  To  qualify  for  exemption:  (i)  the  swap  may  not  be 
part  of  a  fungible  class  of  agreements  that  are  standardized  as  to  their  material  economic 
terms;  (ii)  the  creditworthiness  of  any  party  having  an  actual  or  potential  obligation 
under  the  swap  agreement  must  be  a  material  consideration  in  entering  into  or 
determining  the  terms  of  the  swap  agreement;  and  (iii)  the  swap  agreement  may  not  be 
entered  into  or  traded  on  a  multilateral  transaction  execution  facility.  Swaps  are  subject 
to  certain  anti-fraud  and  anti-manipulation  prohibitions,  but  in  all  other  respects  occur 
free  of  the  regulatory  framework  applicable  to  futures  exchanges  and  intermediaries.  No 
prescriptive,  affirmative  requirements  as  to  the  conduct  of  the  transactions,  other  than 
the  participant,  design  and  execution  criteria  of  the  exemptive  rules,  apply  to  qualifying 


"'  According  the  CFTC  report  entitled  *OTC  Derivative  Matteu'  dated  October,  1993.  theie  antt-Traud  provicioot  would  imxar 
to  be  the  primary  applicable  protectiont  of  the  SECs  regulatory  framework  over  OTC  tecurities  derivatives. 

"•  PL  102-546,  106  Sut.  3590. 

***  58  Fed.  Reg.  5587  (January  22,  1993). 

""  Eligible  twap  participanit  include,  for  example:  banks,  investment  companies,  corporations  or  other  entities  which  have  total 
asseu  exceeding  SIO  million  or  who  have  net  worth  exceeding  $1  million  and  are  entering  into  the  swap  transaction  in  connection  with 
the  conduct  of  their  business,  employee  beneflt  plans  subject  to  the  Employee  Retirement  Income  Security  Act  of  1974  (ERISA)  with 
toul  assets  exceeding  SS  million,  btoker-dealen,  FCMs,  and  natural  persotis  with  total  assets  exceeding  $10  millton. 
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swaps.^'^ 


(2)       Hybrid  Products 

In  July  1989,  the  CFTC  adopted  rules  regarding  certain  hybrid  instruments 
combining  characteristics  of  commodity  options  with  debt,  preferred  equity  or  depository 
interests.  The  rules  establish  a  safe  harbor  from  CFTC  regulation  for  these  instruments. 
In  addition,  in  January  1989  and  April  1990,  the  CFTC  issued  a  statutory  interpretation 
appUcable  to  hybrid  instruments  that  combine  characteristics  of  futures  contracts  or 
commodity  options  with  debt  or  depository  instruments.   The  CFTC  essentially 
determined  that  the  commodity  component  of  instruments  covered  by  the  exemption  was 
relatively  insignificant  in  nature  and  that  they  would  be  deemed  to  be  excluded  from 
CFTC  jurisdiction.   And  under  the  authority  of  the  FTPA,  the  CFTC  pubUshed  final 
rules  on  January  22,  1993  exempting  from  most  CFTC  regulation  hybrid  iiistruments.^" 


(3)       Energy  Contracts 

On  April  13,  1993,  the  CFTC  issued  an  order  exempting  from  CFTC  regulation 
certain  contracts  between  commercial  participants  for  the  deferred  purchase  or  sale  of 
energy  products.^^'  The  exemptive  order  was  proposed  in  response  to  a  request  for 
exemptive  relief  submitted  by  a  group  of  companies,  including  oil  and  natural  gas 
producers,  processors,  and  merchandisers.  According  to  the  CFTC,  the  exemption  was 
intended  to  provide  greater  legal  certainty  regarding  trading  in  these  products.  Congress 
encouraged  the  CFTC  to  review  these  contract  to  determine  whether  exemptive  or  other 
action  should  be  taken.^^*  The  CFTCs  review  resulted  in  this  final  order  which  applies 
retroactively  to  all  transactions  entered  into  on  or  after  October  23,  1974. 


(4)       Forwards  and  Interbank  Transactions 

The  CEA  excludes  forwards  and  certain  financial  transartions  traded  in  the 
interbank  market  from  CFTC  jurisdiction,^"  and  therefore  such  transactions  are 


"'  Although  the  CFTCs  swip*  eRinp(iv«  prov»ioa  pmetvtt  th«  applicability  of  iUtutoiy  aoti-rraud  aixl  anti-manipuUiioo 
prohibitions,  thcic  prohibitiofu  are  limited  to  tpeofied  type*  of  conduct  invoKin(  futvres  cootractx  or  the  cuh  matteL  There  it  no 
statutory  or  regulatory  anti-fnud  provuioo  etpmtly  designed  to  cover  swaps.   For  eample.  Section  4b  of  the  CEA.  the  general  anti- 
fraud  provision,  protiibitx,  among  other  things,  any  peiton  from  chtaimg.  defrauding  or  attempting  to  cheat  or  defraud  any  person  'in 
or  in  connectioo  with  any  order  to  nuke,  to  the  making  of.  any  contract  of  sale  of  any  commodity  for  future  delivery  ...  for  or  on  behalf 
of  any  other  penoo.*   Liability  under  Hut  provisioa  thus  would  arise  from  a  swap  iransactK»  oo^  to  the  extent  that  a  futures  contract 
under  the  CEA  were  shown  to  be  invohrd.   Further,  some  have  suggested  that  the  sututory  requirement  that  the  transactioa  be  one 
undertaken  "for  or  oo  behalf  oT  another  pcnoa  could  be  read  to  confine  liability  to  pcisoos  acting  ia  an  agency  or  bioker  capaaty  of 
another. 

•"  58  Fed.  Reg.  5580  (Januaiy  22,  1993). 

"*  SpecifKally,  the  exemption  applies  to  'contiicu  for  the  purchase  and  sale  of  crude  oil,  condensates,  natural  g*s,  natural  gas 
liquids  or  their  derivatives  which  are  used  primarily  as  an  eneigy  source.'  58  Fed.  Reg.  21286,  21294  (April  20,  1993). 

""  H.R  Rep.  Na  987,  102iid  Congress,  2ad  Session  82  (1992). 

"*  Regarding  forwirds,  see  Sec.  U(ll)  of  the  CEA,  7  USC  Jl.    Regarding  those  transiction*  in  the  interbank  market,  see  7  USC 
}2.   Also  regarding  intettiank  market,  see  50  Fed.  Reg.  42963  (Oct  23,  1987). 
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essentially  unregulated.  Specifically  excluded  from  the  term  "future  delivery"  in  Section 
la(ll)  of  the  CEA,  and  thus  from  the  CFTCs  jurisdiction,  is  "any  sale  of  any  cash 
commodity  for  deferred  shipment  or  delivery,  commonly  referred  to  as  cash  forward 
contracts." 


(5)       Foreign  Currency  Transactions 

Foreign  currency  transactions  are  subject  to  varying  types  of  regulation  under  the 
CEA,  depending  on  the  context  in  which  they  occur  and  the  nature  of  the  counterparties. 
The  CEA  excludes  from  its  coverage  "transactions  in  foreign  currency"  which  included 
spot  (or  cash)  foreign  currency  transactions  and  forward  contracts  on  foreign  currencies. 
Foreign  currency  futures  and  option  transactions  are  subject  to  the  CEA  exchange- 
trading  requirement  and  all  other  applicable  requirements,  except  to  the  extent  that 
foreign  currency  options  may  be  traded  on  national  securities  exchanges  subjea  to  SEC 
regulation^'*  or  are  exempted  by  CFTC  rule.  Two  CFTC  regulatory  exemptions  are 
potentially  available  with  respect  to  foreign  currency  options:  the  trade  option 
exemption,  which  is  limited  to  options  offered  to  commercial  users;  and  the  swaps 
exemption,  which  includes  within  the  definition  of  swap  agreement  an  agreement  which 
is  a  "currency  option."  The  CEA  also  excludes  other  specified  financial  instruments 
"unless  such  transactions  involve  the  sale  thereof  for  future  delivery  conducted  on  a 
board  of  trade."  Known  as  the  "Treasury  Amendment,"  this  provision  was  included  in  the 
CEA  in  1974  at  the  request  of  the  Department  of  the  Treasury  to  exclude  from  CEA 
regulation  transactions  in  foreign  currency  and  other  specified  financial  instruments  in 
the  interbank  market.  The  Treasury  Amendment  has  been  subject  to  considerable 
debate  and  litigation.  Its  legislative  history  suggests  that  the  statutory  provision  was 
intended  to  preclude  CEA  regulation  of  the  interbank  market.   In  a  1985  Statutory 
Interpretation,  the  CFTC  took  the  position  that  the  exclusion  is  not  applicable  to  foreign 
currency  transactions  marketed  to  members  of  the  general  public,  but  rather,  that  the 
exclusion  was  limited  to  transactions  between  sophisticated  and  informed  institutions; 
however,  not  all  courts  have  agreed  with  that  view.^" 


(6)       Trade  Options 

Trade  options  are  exempted  by  CFTC  rules  from  the  general  prohibition  against 
off-exchange  futures  and  commodity  options  transactions.  They  are  off-exchange 
commodity  options  offered  and  sold  to  commercial  entities  whose  business  involves  the 
commodity  (or  by-products  thereoO  that  is  the  subject  of  the  transaction  and  who  enter 
into  the  transaction  for  purposes  related  to  that  business.   Rule  32.4(a)  permits  the  sale 


"*  Foreign  currency  optkxu  Inded  on  CTTC-reguUted  exchanges  are  subject  lo  the  CFTCt  regulatory  framework  to  the  same 
extent  as  all  other  futures  and  exchange-traded  commodity  options;  foreign  currency  options  trade  on  national  securities  exchanges  are 
regulated  by  the  SEC  Section  4c(f),  7  USC  i  6a(f). 

"'  Statutory  Interpreution,  Trading  in  Foreign  Currencies  for  Future  Delivety,'  SO  Fed.  Reg.  42963  (Oct.  23. 198S).  The  issue  of 
the  CFTCs  interpreution  and  this  limiutioo  has  been  raised  in  two  recent  cases.   In  one,  the  district  court  rejected  the  CFTCs 
interpretation  ftaszlo  N.  Tauber.  M.D.  v.  Salomon  Forex  Inc..  el  al..  (E.D.  Va.,  June  1,  1992,  afTd,  No.  92-1406.  4th  Gr.  October  18. 
1993)).   On  October  18.  1993.  the  U.S.  Court  of  Appeals  for  ihe  Fourth  Circuit  decided  the  appeal  in  this  case.   While  it  afTirmed  the 
judgment  of  the  district  coun,  the  Court  of  Appeals  made  clear  that  its  action  was  not  intended  to  'result  in  the  use  of  this  circuit  as  a 
base  for  marketing  off-exchange  futures  contracts  to  the  general  public."   Slip  op.,  at  19.   In  the  other  case,  the  district  court  agreed 
with  the  CFTCs  interpretation  fCFTC  v.  Standard  Forex.  Inc.  et  al..  CV-9W)088  (CPS)  (EDJ^.Y.,  August  9,  1993)).  That  case 
presently  remains  on  appeal. 
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of  off-exchange  commodity  options  in  circumstances  in  which  the  offeror  "has  a 
reasonable  basis  to  believe  that  the  option  is  offered  to  a  producer,  processor  or 
commercial  use  ot  or  a  merchant  handling,  the  commodity  which  is  the  subject  of  the 
commodity  option  transactiou"  and  that  such  commercial  party  is  offered  or  enters  into 
the  transaction"  solely  for  purposes  related  to  its  business  as  such." 


b.  Exchange-Traded  Derivatives 

Exchange-traded  derivatives  are  those  derivatives  which  are  standardized  and  are 
traded  on  organized  exchanges.   Exchange-traded  derivatives  include  futures,  commodity 
options,  and  standardized  securities  options.   Such  exchange-traded  derivatives  are 
regulated  by  the  CFTC*"  and  the  SEC,*"  in  accordance  with  the  respective  products 
and  exchanges  they  regulate. 

Futures  and  options  transactions  are  widely  used  by  producers,  speculators, 
dealers,  financial  institutions,  collective  investment  vehicles,  and  other  users  of 
underlying  commodity  interests.   When  such  entities  use  exchange-traded  derivatives, 
they  are  subject  to  the  rules  and  regulations  of  the  exchanges,  the  CFTC,  the  SEC,  and 
other  self-regulatory  organizations.  When  financial  institutions  and  securities  firms 
utilize  exchange-traded  derivatives,  they  are  also  subject  to  the  regulation  of  their 
primary  regulator,  namely  the  OCC,  FDIC,  FED,  OTS,  or  the  SEC."" 

The  regulatory  framework  established  by  the  CEA  and  CFTC  regulations  address 
market  integrity,  financial  integrity,  and  customer  protection.   Briefly  stated,  the  CEA 
and  the  CFTC  regulations**'  regulate  the  futures  and  commodity  option  exchanges  and 
their  clearing  facilities,  the  design  of  products  traded,  and  the  persons  soliciting  or 
handling  transactions  for  customers.  Transactions  in  commodity  futures  contracts  must 
occur  only  on  or  subject  to  the  rules  of  exchanges,  which  have  been  designated  by  the 
CFTC  as  contract  markets  and  which  are  subject  to  CFTC  oversight.   Under  the  CEA, 
an  exchange  must  obtain  a  designation  from  the  CFTC  for  every  commodity  it  wishes  to 
trade  and  must  meet  standards  in  the  CEA  and  CFTC  regulations  to  obtain  and 
maintain  that  designation.***  The  CEA:  i)  contains  broad  anti-fraud  and  anti- 
manipulation  provisions;**'  ii)  requires  registration  as  well  as  reporting  and 


"•  Speoncally.  Sectioo  2(iXlXAXi)  of  "k  Commodity  Exchange  Act  gnnu  to  the  CFTC  exclusive  jurisdiction  over  "accounts, 
agreements  (includin|  any  transacnoo  which  u  of  the  chanctcr  of,  or  is  commonly  known  to  the  trade  as,  an  'option,'...),  and 
transactions  urvoMog  contracts  of  sale  o(  a  commcxJity  for  future  deltvery ...and  all  services,  rights,  and  inieiesu  in  which  contracts  for 
future  delivery  arc  prcicnily  or  io  the  future  dealt  in.*  7  USC  {2. 

"*  In  general,  the  SEC  has  jurisdictioo  over  derivatives  which  are  considered  a  'security  under  Section  X*X10)  of  "x  SEC  Act  of 
1934. 

'••  For  further  information  on  the  reguUtioo  by  the  CFTC  and  the  other  agencies,  see  Sectka  EJj  Rcfnlatioa  by  T>pe  rf  Entity 
Ub^  DciMlivck, 

"'  17  CFR  |1  et  seq. 

"'  CEA  H  3  and  Sa. 

•"  See,  e.p,  Sectioet  4»,  4b,  4o;  7  USC  H  6a,  6b,  6o. 
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recordkeeping  by  exchanges;^**  iii)  prohibits  noncompetitive  trading  practices  such  as 
wash  sales  and  fictitious  sales;^*'  iv)  gives  the  CFTC  broad  authority  to  conduct 
investigations  and  to  bring  civil  or  administrative  enforcement  actions  for  violations  of 
the  CEA;^*'  v)  allows  the  CFTC  to  approve,  suspend  or  revoke  contract  market 
designations,  disapprove  and  alter  exchange  rules  that  are  inconsistent  with  the  objectives 
of  the  CEA  and  direct  the  exchange  to  take  emergency  action;**'  vi)  sets  forth  private 
rights  of  action  in  court  and  a  CFTC  reparations  procedure  designed  to  enable 
customers  to  bring  damage  actions  against  commodity  professionals  for  fraud  or  other 
violations  of  the  CEA;^**  and  finally,  vii)  the  CEA  establishes  criminal  sanctions  for 
price  manipulation,  embezzlement  and  other  specified  fraudulent  practices  related  to 
commodity  futures  trading.**' 

Certain  protections  are  basic  to  both  the  futures  (CFTC)  and  securities  (SEC) 
regulatory  and  self-regulatory  regimes  for  exchange  marketplaces.*"  The  financial 
integrity  of  transactions  on  CFTC  and  SEC  regulated  exchange  markets  is  supported  by 
requirements  applicable  both  to  intermediaries  acting  for  customers  in  regulated 
transactions  and  to  the  exchanges  on  which  such  transactions  are  executed.  FCM  and 
broker-dealer  minimum  capital  requirements,  financial  reporting  requirements,  and 
customer  funds  protections  help  to  assure  that  customer  funds  and  prop)erty  deposited 
with  a  broker  are  secure.  Further,  the  integrity  of  transactions  effected  on  the  exchange 
markets  is  supported  by  clearing  organizations  which  clear,  settle,  and  guarantee 
performance  of  obligations  to  their  clearing  members.  Gearing  organizations  impose 
their  own  capital  requirements  for  clearing  members. 

Margin  requirements*'*  further  contribute  to  the  maintenance  of  fair  and  orderly 
markets.  First,  margin  serves  to  prevent  investors  from  entering  into  highly  leveraged 
positions  and  incurring  obligations  which  they  will  be  unable  to  satisfy  in  the  event  of  a 
substantial  market  decline.  Secondly,  margin  protects  the  capital  of  broker-dealers  and 
clearing  firms  by  reducing  the  risk  that  their  capital  will  be  <^ed  upon  to  satisfy  the 
obligations  of  overly-leveraged  investors.  Finally,  margin  also  serves  to  minimize 
systemic  risk  to  the  entire  &iandal  system  during  periods  when  markets  are  under  stress, 
and  when  defaults  by  otherwise  highly-leveraged  participants  would  pull  liquidity  out  of 
the  system  at  a  time  when  it  is  under  the  most  stress. 

Both  futures  and  seouities  regulatory  structures  include  requirements  designed  to 
assure  customer  protection,  competitiveness,  and  transparency  of  exchange  markets.  The 


'  See,  e^  Sectioo*  4<1.4e,  4(4i,4k.4m,4ii;7  USC  HM.fie.i(.^6k.i<n.  te. 

'  Sec  e.(..  Section  4c;  7  USC  |  6c 

'  See,  e.|..  Sectiom  6c  8;  7  USC  H  13^1. 12. 

'  See,  e.g.,  Sectioot  S,  S*.  »,  8«(7).  8«(9);  7  USC  H  7.  7«.  7b,  I2»(7),  I2«(9). 

'  See,  e.(..  Sections  14,  22;  7  USC  H  18.  2S. 

'  Section  9;  7  USC  1 13. 

'  Commodity  Puturet  Tiwliog  Commitrion.  OTC  Pettvitive  Maitett  «nd  Their  RemUtion.  October  1993. 

'  For  1  more  deuiled  disnmioa  of  margin  requiiemcnU,  see  Sectioa  "tj-  nminiiiBlj  n*nci  TradH| 
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CFTC  rules  require  execution  of  futures  transactions  by  open  outcry,  and  prohibit 
firtitious  trades  and  other  trading  artivities.   Securities  brokers  have  an  obligation  to 
obtain  best  execution  of  orders  entrusted  to  them.  Both  the  CFTC  and  the  SEC  require 
markets  subject  to  their  regulation  to  disseminate  publicly  information  on  price  and 
volume  of  transactions  and  to  maintain  records  of  transactions  to  permit  reconstruction 
of  trading  and  detect  and  sanction  abuses.   Under  CFTC  and  SEC  requirements, 
regulated  exchanges  maintain  day-to-day  market  and  trade  practice  surveillance  programs 
to  detect  potential  trading  abuses  and  manipulative  activity.   Under  both  regulatory 
frameworks,  the  exchanges,  as  self-regulatory  organizations  (SROs),  monitor  trading 
patterns  for  possible  trade  practice  violations  and  market  manipulations.  Arbitration 
procedures  have  also  been  established  by  the  SROs. 

A  futures  contract  may  not  be  traded  until  the  sponsoring  exchange  has  been 
designated  by  the  CFTC  as  a  contract  market  for  such  trading.  The  federal  securities 
laws  do  not  contain  an  express  "economic  purpose"  test  as  does  the  CFTC,  but  the  SEC 
must  condition  approval  of  any  new  product  proposed  for  exchange  trading  upon  a 
finding  that  the  introduction  of  the  product  is  in  the  public  interest. 

Under  CEA  and  CFTC  rules,  futures  exchanges  are  required  to  maintain  market 
surveillance  programs  to  detect  possible  congestion  or  other  market  situations  conducive 
to  price  distortions.  To  prevent  market  distortions  and  protect  the  delivery  process  for 
futures  contracts,  the  CFTC  has  established  or  approved  exchange-established  speculative 
position  limits  or  position  accountability  limits.  The  CFTC  and  the  SEC  have  ailso 
approved  coordinated  circuit  breaker  rules  to  control  trading.  The  CFTC  and  the  SEC 
regulatory  frameworks  address  in  largely  parallel  fashion  the  exchange-traded  derivatives 
activities  in  intermediaries  engaging  in  transactions  in  regulated  products. 

Both  the  CFTC  and  the  SEC  set  minimum  capital  requirements  for  FCMs  and 
broker-dealers  and  set  requirements  for  the  protertion  of  customer  funds  and  property. 
The  CFTCs  capital  rule  defers  to  the  SECs  haircut^"  proprietary  positions  in  securities, 
to  reflect  the  market  risk  in  such  positions,  and  to  the  SECs  minimum  capital 
requirement  and  calculation  methodology  if  securities  brokerage  is  a  given  firm's 
dominant  line  of  business.   FCMs  and  broker-dealers  are  subject  to  statutory  bankruptcy 
provisions  which  are  designed  to  protect  customers  and  reduce  systemic  imphcations. 

The  futures  and  securities  regulatory  frameworks  require  the  registration  of  firms 
acting  as  brokers  for  customers  and  of  their  salespersons.  FCMs  and  broker-dealers  are 
also  subject  to  disclosure  and  sales  practice  requirements. 

CFTC  and  SEC  Jurisdiction  over  Certain  Derivative  Transactions:"^   Regulatory 
jurisdiction  over  certain  derivative  transactions  has  in  the  past  been  claimed  by  both  the 
CFTC  and  the  SEC.  The  Futures  Trading  Practices  Act  of  1992  did  give  the  CFTC  the 
authority  to  exempt  certain  types  of  instruments  from  its  jurisdiction,  thus  giving  the 
CFTC  the  authority  to  defer  to  another  regulator  where  the  economic  characteristics  of 


'*■  A  'haimi*  is  a  deductioa  uken  in  «  firm's  capital  compuuiion  in  onler  lo  account  of  tpeciTic  risks  and  uncertainties  and  is 
enuHKraled  in  regulatory  eapiul  rule*.  The  iniemlcd  regulatory  result  is  that  a  nrm's  capital,  after  the  deduction  of  all  required 
haircuts,  will  be  the  amount  oT  liquid  capital  a  firms  has,  after  a  reserve  has  been  set  aside  of  market  coniingencic*. 

"•  See  also  Question  #7  posed  to  the  CFTC  by  Represenuiwe  Leach. 
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the  instrument  dictate. 

Since  1983,  Section  2(a)(1)(B)  of  the  CEA  and  related  securities  laws  have 
divided  jurisdiction  between  the  SEC  and  the  CFTC.  Previously,  in  1981,  there  was  a 
disagreement  between  the  agencies  concerning  jurisdiction  over  options  on  securities 
guaranteed  by  GNMA.   While  litigation  on  the  issue  was  pending,  the  agencies  reached 
an  agreement  to  be  codified  in  law,  known  as  the  Johnson-Shad  Accord,      named  for 
the  agency  Chairmen  participating  in  the  agreement.  The  theory  behind  the  Accord  was 
for  the  CFTC  to  regulate  "markets  and  instruments  that  serve  a  hedging  and  price 
discovery  function  while  the  SEC  will  regulate  markets  and  instruments  with  an 
underlying  investment  purpose."^'' 

The  Accord  was  subsequently  codified  Ln  Section  2(a)(1)(B)  of  the  CEA  and 
related  securities  laws.  Pursuant  to  the  Accord,  the  SEC  has  jurisdiction  over  securities, 
including  options  on  securities  (including  exempted  securities),  options  on  certificates  of 
deposit,  options  on  stock  indexes,  and  options  on  foreign  currency  traded  on  a  national 
securities  exchange;  the  CFTC  has  jurisdiction  over  all  futures  contracts,  including 
futures  contracts  on  stock  indices,  and  options  on  futures  contracts  and  physical 
commodities  and  foreign  currencies.^'*  There  is  no  trading  in  futures  on  individual 
securities.  In  addition,  "in  recognition  of  the  SEC's  unique  responsibilities  over  the 
trading  markets  for  corporate  equity  and  municipal  securities,  [Section  2(a)(1)(B)] 
specifies  certain  criteria  to  govern  approval  by  the  CFTC  of  futures  trading  in  a  group  or 
index  of  such  securities."^"  Thus,  in  order  for  the  CFTC  to  designate  a  contract  market 
to  trade  a  futures  contract  on  a  securities  index,  the  contract  must  be  cash-settled,  not 
readily  susceptible  to  price  manipulation  and  written  on  a  broad-based  index.  The 
contract  is  also  subject  to  the  SECs  approval. 


■>*  The  Johnson-Stud  Accord  vts  puted  into  law  by  the  Congrest  at  p»rt  of  bo«h  the  Securitia  Actj  Amendments  of  1982  and  the 
Futuies  Trading  Act  of  1982.   See  PL  No.  97-303,  96  Sut.  1409  (1982)  and  97-M4,  96  Sui.  2294  (1982). 

'"  H.R.  Rep.  No.  97-565,  Part  I  at  40. 

'"  Also,  Section  2(aXl)(AXi)  of  the  Commodity  Exchange  Act  grants  to  the  CFTC  exclusive  jurisdiction  over  "accounu, 
agrcemenu  (including  any  transactkn  which  is  of  the  character  of,  or  is  commonly  known  to  the  trade  as,  an  'optioo,'...),  and 
transactions  involving  contracts  of  sale  of  a  commodity  for  future  delivery  ...  and  all  service*,  rightt  ",  and  ioteresu  in  which  contracu 
for  future  delivery  are  presently  or  in  the  future  dealt  in."  7  USC  $2. 

"'  H.R.  Rep.  No.  97-565,  Part  1  at  39. 
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3.         REGULATION  BY  TYPE  OF  ENTITY  USING  DERIVATIVES 


a.  G«n«ral  Discussion  of  the  Banking  Agencies'  Regulation  of  Derivatives 

The  banking  and  thrift  agencies,  namely  the  FED,  the  OCC,  the  FDIC,  and  the 
OTS,  have  authority  over  the  derivative  transactions  of  the  entities  they  regulate.  To  the 
extent  that  such  entities  use  exchange-traded  derivatives,  they  are  subject  to  certain 
CFTC  and  SEC  regulation.  Certain  anti-fraud  and  anti-manipulation  rules  of  the  CFTC 
and  SEC  also  apply  to  certain  OTC  derivatives  used  by  such  institutions.^'*  Certain 
unique  rules  and  regulations  are  applied  by  each  agency,  although  certain  common 
elements  of  regulation  exist  among  agencies. 

The  risk-based  capital  standards  agreed  to  under  the  Basle  Accord  in  1988  are  the 
basis  of  risk-based  capital  standards  set  by  the  FED,  OCC,  FDIC,  and  OTS.  Currently, 
the  risk  associated  with  derivatives  is  accounted  for  in  the  bank  and  thrift  capital 
standards  by  assessing  the  current  credit  risk  exposure,  plus  an  add-on  for  future 
exposure  based  upon  0-5%  of  the  notional  amount.  The  current  aedit  exposure  (due  to 
the  risk  that  a  counterparty  will  default)  is  measured  as  "replacement  cost"  which  is  the 
cost  to  an  institution  to  replace  a  contract  on  which  a  counterparty  has  defaulted.  The 
replacement  cost  plus  the  add-on  is  referred  to  as  the  "credit  equivalent  amount"  which  is 
then  multiplied  by  up  to  a  50%  risk-weight  to  arrive  at  the  risk-based  capital  charge.^" 

In  a  Joint  Study,""  the  Federal  Reserve,  OCC,  and  FDIC  described  the  regulation 
of  derivatives  common  among  the  three  banking  agencies  in  the  following  way: 


(1)       On-Site  and  OfT-Site  Examinations 

Examinations  evaluate  the  risks  inherent  in  off-balance  sheet  transactions  and 
virtually  all  other  banking  activities.  Any  full-scope,  on-site  examination  contains  a 
review  of  the  institution's  infrastructure  for  measuring  and  controlling  risk.  This  review 
is  especially  important  regarding  derivative  activities.  The  banking  agencies  closely 
monitor  troubled  institutions  through  on-site  examinations  and  off-site  analysis  of 
reported  information.  Specifically,  the  banking  agencies  generally  require  troubled 
institutions  to  minimize  their  existing  risk  and  to  limit  the  size  of  new  off-balance  sheet 
activity.  The  regulatory  agencies  also  monitor  and  limit  participation  of  troubled 
institutions  in  instruments  that  are  not  credit  sensitive.   Such  supervisory  oversight 
significantly  reduces  the  potential  that  a  troubled  institution  might  seek  to  recover  past 
losses  by  taking  speculative  positions  in  derivative  instruments.  To  date,  no  commercial 
bank  failure  has  resulted  from  derivative  products  exposure. 


*"  Sec  Scttioa  EJ^  CrrC  DuiMlma. 

***  For  a  raore  detailed  ditcusiioa  of  Ibe  capital  itandards,  tee  Sectioa  EA^  Ctfiut  Stovtaidt. 

*"  •Derivative  Product  Activiiiea  of  Commeicul  Banta.'  Joini  Study  conducted  in  respooae  to  QuettioBi  Pated  by  Senator  Riegje 
on  DctTvati>c  Pioduco,  January  27,  1991 
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(2)       Financial  Data 

Commercial  banks  are  required  to  disclose  certain  information  about  their 
derivative  and  other  off-balance  sheet  activities  each  quarter  in  their  Call  Reports.   Bank 
holding  companies  provide  similar  data  for  the  consolidated  holding  company  in  their 
quarterly  Y-9C  reports  filed  with  Federal  Reserve.   Both  reports  disclose  the  notional 
values  of  interest  rate  swaps,  futures  and  forward  contracts,  option  contracts,  and  similar 
contracts  involving  commodities  and  equities,  and  are  reviewed  for  accuracy  during  on- 
site  examinations.  This  information  does  not  address  the  institutions's  actual  exposures, 
but  it  is  useful,  according  to  the  regulators,  for  identifying  major  market  participants.  In 
order  to  assess  capital  requirements  under  the  risk-based  capital  accord,  the  reports  also 
collect  information  regarding  the  market  replacement  costs  of  interest  rate  contracts  and 
foreign  exchange  contracts  that  are  of  positive  market  value  to  the  reporting  entity. 
Armual  report  disclosures  of  the  "amount  of  accounting  loss,"  as  required  under  FASB 
105,  generally  include  market  value  data  for  certain  exchange-traded  contracts  as  well  as 
foreign  exchange  contracts.  The  banking  agencies  are  considering  various  disclosure  and 
accounting  changes  to  take  into  account  the  growing  market"^ 


(3)       Market  Intelligence  and  Studies 

AU  of  the  banking  agencies  rely  on  internal  and  external  sources  for  gathering 
market  intelligence.   Many  of  these  efforts  require  extensive  interviews  with  market 
participants,  analyses  of  available  data  on  transaction  volumes  and  prices,  and  theoretical 
assessments  of  the  inherent  risks.   For  example,  the  Federal  Reserve  open  market  and 
foreign  exchange  staffs  in  Washington  and  New  York  regularly  monitor  developments  in 
a  broad  range  of  financial  markets.   Banking  agencies  have  also  participated  in  a  number 
of  studies  and  research  efforts  regarding  derivatives  such  as  the  recent  BIS  studies. 

b.  The  Federal  Reserve  Board  (FED) 

The  Federal  Reserve  Board  is  the  primary  regulator  of  bank  holding  companies 
and  state-member  banks.  The  Federal  Reserve  also  has  authority  over  the  activities  of 
foreign  branches  of  member  banks.  Edge  and  Agreement  Corporations,^*^  foreign 
subsidiaries  of  bank  holding  companies,  and  foreign  banking  organizations  with 
operations  in  the  United  States.  The  FED  regulates  the  derivative  activities  of  such 
entities  who  act  as  both  dealers  and  end-users  of  derivatives.  To  the  extent  that  such 
entities  use  exchange-traded  derivatives,  they  are  subject  to  certain  CFTC  and  SEC 
regulation.   Certain  anti-fraud  and  anti-manipulation  rules  of  the  CFTC  and  SEC  also 
apply  to  certain  OTC  derivatives  used  by  such  entities.^*^ 

The  FED  regulates  and  monitors  the  derivative  activities  of  institutions  under  its 


**'  For  Further  inromatioa  oa  disclocure  and  accounting,  sec  Sectioa  R5.-  Acconating  Trotmeat  for  nacacal  Daivatiws  and 
Sectiaa  EA:  Diadoaac  Tftataeat  for  Haaadal  DcjinlrKa. 

"*  Agreement  corpontioos  are  thoie  which  have  an  agreement  or  undcruldng  with  the  FED  under  tcctioo  ZS  o(  the  FRA.  12  L'SC 
601-604*. 

*"  See  Sedaoa  KZa.:  OrrC  Derintno. 
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jumdiction  through  its  risk-based  capital  adequacy  guidelines,  policy  guidance  on  safe 
and  sound  banking  practices,  and  on-site  examinations/**  Significant  supervisory  and 
regulatory  policies  and  procedural  matters  arc  communicated  primarily  through  the  use 
of  a  system  of  letters  and  a  number  of  technical  supervisory  manuals  designed  to  provide 
guidance  to  examiners  during  on-site  examinations.  Additional  examination  procedures 
develop>ed  on-site  to  meet  specific  situations  of  individual  organizations,  reviews  of 
reports  received  from  banking  organizations,  and  examiner  training  are  also  utilized. 

The  objectives  of  on-site  examinations  include:  1)  evaluating  an  institution's 
soundness  and  compliance  with  banking  laws  and  regulations;  2)  appraising  the  quality  of 
management  and  directors;  and  3)  identifying  areas  for  corrective  action.  A  number  of 
Federal  Reserve  supervisory  manuals  deal  directly  with,  or  contain  sections  pertaining  to, 
the  oversight  of  derivative  activities.  These  documents  include: 

•  Trading  Activities  Examination  Manual.  This  manual  takes  a  comprehensive 
approach  to  evaluating  an  institution's  derivative  activities,  including  front  and 
back  office  activities  and  risk  measurement; 

•  Commercial  Bank  Examination  Manual.  Regarding  derivatives,  this  manual 
contains  information  on  capital  adequacy,  funding  practices,  examination  of  off- 
balance  sheet  items,  risk  management,  controls,  international  operations  involving 
foreign  exchange  and  LDC  asset  swaps,  and  internal  controls  used  in  conducting 
foreign  exchange  activities; 

•  Merchant  and  Investment  Bank  Examination  Manual.  This  manual  provides 
specific  examination  guidelines  for  activities  of  merchant  and  investment  bank 
subsidiaries  of  U.S.  banks,  including  their  swap,  FRA,  futures,  and  options 
activities; 

•  Bank  Holding  Company  Supervision  Manual.  This  manual  contains  exam 
procedures  for  the  derivative  activities  of  nonbank  subsidiaries  of  BHCs  that  have 
been  authorized  to  underwrite  and  deal  in  certain  debt  and  equity  securities  that 
cannot  be  underwritten  or  dealt  in  by  member  banks  directly,  of  those  banks  who 
act  as  an  advisor  for  swaps,  of  FCM  subsidiaries  of  BHCs  which  engage  in  a 
variety  of  permissible  activities,  including  clearing  of  certain  futures  contracts  and 
giving  investment  advise  on  financial  futures  and  options  on  futures;  and 

•  Guidelines  and  Instructions  for  Examinations  of  Edge  Corporations.  This 
manual  sets  procedures  for  examining  derivative  artivities  of  Edge  corporations. 

The  FED  examines  the  use  of  derivative  instruments  in  customer  trust  accounts  to 
ensure  that  their  use  is  in  accordance  with  applicable  fiduciary  principles,  laws,  and 
regulations.  Customized  examination  procedures  are  also  employed. 

Examiner  training  takes  place  at  four  levels,  each  of  which  includes  discussion  of 


'  For  ■  difcuotoo  oo  regulation  coounoo  among  the  FED  and  other  banking  agencie*,  ««  above  SectiDa  BSm^  Geacni 
irrii  of  Ike  "— n-^  A^anes'  Rcgulatioa  cT  Derivatncs.  For  a  diicuuion  of  the  capital  staodarda,  ice  Scctiaa  E.4j  Capital 

Sundank.   For  information  on  diiclotun:  and  accounting,  see  Sectioa  E5.:  Armmirnn  Ticatmeat  far  naaaaal  Denwdwa  and 

Scdioa  P*-  Dadomc  Trcatmcai  fot  Hnaacial  Deiwativcc. 
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derivatives:  1)  core  curriculum;  2)  specialized  courses  and  conferences;  3)  courses  from 
private  organizations;  and  4)  educational  material.^** 

(1)       Bank  Holding  Companies 

The  FED's  authority  over  bank  holding  companies  and  their  nonbank  subsidiaries 
derives  from  the  Bank  Holding  Company  Act  of  1956.^**   Under  the  Act,  a  bank  holding 
company  generally  may  not  engage  in  any  activity  or  own  shares  of  any  company  engaged 
in  any  activiw,  other  than  banking  or  managing  or  controlling  banks,  subject  to  certain 
exceptions.^*    One  of  these  exceptions  f>erniits  bank  holding  companies  to  engage  in  any 
activity,  or  own  shares  of  any  company  engaged  in  any  activity,  that  the  Board  has 
determined,  either  by  regulation  or  order,  to  be  so  closely  related  to  banking  or 
managing  or  controlling  banks  as  to  be  a  proper  incident  to  banking.^**  The  FED 
therefore  has  the  authority  to  determine  that  particular  derivative  activities  are 
permissible  generally  for  bank  holding  companies  or  to  approve  specific  activities  for 
individual  companies.   Subject  to  prior  approval,  the  FED  has  generally  permitted  bank 
holding  company  nonbank  subsidiaries  to  engage  in  certain  foreign  exchange 
transactions,  including  OTC  derivative  transactions,  either  as  agent  for  customers  or  for 
their  own  account  for  hedging  purposes.   Bank  holding  companies  and  their  nonbank 
subsidiaries  also  are  permitted  to  engage  in  either  exchange-traded  or  OTC  derivative 
transactions  incidental  to  other  approved  activities  in  order  to  hedge  exposure  arising 
from  those  activities. 

Bank  holding  company  nonbank  subsidiaries  generally  are  permitted,  subject  to 
prior  approval,  to  act  as  Futures  Commission  Merchants  (FCMs)  in  executing  and 
clearing  certain  exchange-traded  derivatives  linked  to  bullion,  foreign  exchange, 
government  securities,  certificates  of  deposit,  other  money  market  instruments,  and  stock 
and  bond  indices,  either  as  agent  for  customers  or  for  their  own  account  for  hedging 
purposes.   FCMs  are  regulated  by  the  CFTC.  The  FED  has  also  approved  one  nonbank 
subsidiary  to  trade  in  a  group  of  nonfinancial  futures,  subject  to  the  limitation  that  the 
subsidiary  act  as  agent  for  customers  and  not  for  the  institution's  own  account  except  as 
necessary  to  limit  damages  in  the  event  of  a  customer's  default. 

In  a  small  number  of  cases,  the  FED  has  permitted  nonbank  subsidiaries  to  trade 
certain  exchange-traded  derivative  instruments  linked  to  government  securities  and 
money  market  indices  for  their  own  account  for  purposes  other  than  hedging.  The  FED 
also  has  permitted  a  limited  number  of  nonbank  subsidiaries  to  engage  in  interest  rate 
and  currency  swaps  and  related  transactions,  including  swap  option  contracts,  as  principal 
or  agent,  for  purposes  other  than  hedging.   One  such  subsidiary  has  been  permitted  to 
buy  or  sell  for  its  own  account  OTC  option  contracts  linked  to  government  securities  for 
purposes  other  than  hedging. 


""  For  more  <kl«il,  tee  the  Federal  Reserve's  answer  to  Question  #la  posed  by  Represenutive  Leach. 
""  12  use  i  1841  et  seq. 
"'  12  use  i  184X«). 
■*•  12  use  {  184XcX8). 
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Derivative  dealing  activities  do  not  in  practice  take  place  at  the  bank  holding 
company  level,  but  instead  take  place  at  a  bank  or  non-bank  subsidiary  level. 
Derivatives  utilized  in  an  end-user  capacity  can  be  used  at  both  the  bank  holding 
company  level  and  a  bank  or  non-bank  subsidiary  level. 


(2)       State  Member  Banks 

State  banks  are  chartered  under  state  law  and  must  have  authority  under  their 
state  charters  to  engage  in  derivative  transactions.   According  to  industry  sources,  only 
four  state-chartered  banks  are  currently  dealers  in  derivatives,^*'  with  the  rest  of  the 
state  banks  being  end-users.   High  credit  rating  and  sophistication  requirements  limit  the 
banks  and  other  firms  who  act  as  dealers. 

The  FED  cannot  authorize  a  state-member  bank  to  engage  in  activities  not 
permissible  under  applicable  state  law,  but  under  some  circimistances,  can  limit  or 
condition  the  activities  of  state-member  banks.  The  FED  has  the  authority  to  limit  the 
activities  of  state-member  banks  consistent  with  Section  24  of  the  FDI  Act.^"    Section 
24  generally  prohibits  an  insured  state  bank  from  engaging  as  principal  in  any  activity  not 
permissible  for  a  national  bank,  unless  the  FDIC  determines  the  activity  poses  no  threat 
to  the  insurance  fund  and  the  bank  is  in  compliance  with  applicable  capital  standards. 

Limits  on  the  activities  of  a  state  member  bank  may  also  be  imposed  by  the  FED 
where  the  activity  poses  a  threat  to  the  safety  and  soundness  of  the  bank.^'^ 

Generally,  activities  related  to  OTC  interest  rate  and  foreign  exchange  derivatives 
are  considered  to  be  sufficiently  related  to  traditional  bank  activities  in  foreign  exchange 
and  the  management  of  interest  rate  exposure.  State  banking  authorities  in  a  number  of 
states,  therefore,  have  permitted  state-chartered  banks  in  their  jurisdictions  to  engage  in 
such  transactions  as  brokers  or  agents  or  for  their  own  accounts,  either  to  hedge  existing 
positions  or  to  generate  revenue. 

State  member  banks  in  some  states  have  been  permitted  to  utilize  exchange- 
traded  interest  rate  and  foreign  exchange  derivatives  to  hedge  interest  rate  or  foreign 
exchange  exposure.  In  a  least  one  state,  banks  are  permitted  to  act  as  FCMs  engaging  in 
trading  for  customers  and  for  their  own  account  in  exchange-traded  interest  rate  and 
foreign  exchange  derivatives.  This  activity  generally  takes  place  in  a  bank  or  non-bank 
subsidiary. 

Additionally,  a  limited  number  of  state  member  banks  engage  in  derivative 
transactions  linked  to  commodities  or  equities.   Some  of  these  transactions  are  related  to 
traditional  bank  activities  in  commodities  such  as  gold  and  silver,  but  some  state  member 
banks  have  obtained  the  approval  of  their  state  regulatory  authorities  for  activities 


***  Banken  Trust,  Moiju  Guaranty  Tnat  Co.,  Clicnucal  Bank,  and  Bank  of  New  Yoik.  All  are  Oate-cfaaftercd  ia  New  York. 
"*  12  use  H  330,  lS31a. 
•"  12  use  §330. 
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involving  a  broader  array  of  commodity-linked  or  equity-linked  transactions.   State 
member  banks  in  a  limited  number  of  states  (notably  New  York)  have  been  permitted  by 
state  regulatory  authorities  to  engage  as  principals  in  OTC  derivatives  for  the  purposes 
of  hedging  exposure  created  by  OTC  transactions.  Additionally,  banks  in  at  least  one 
state  have  been  permitted  to  trade  in  commodity-  or  equity-linked  exchange-traded 
derivatives  for  the  account  of  customers. 

The  FED  has  required  state  member  banks  acting  as  principals  in  derivatives 
linked  to  commodities  or  securities,  that  they  do  not  have  the  authority  to  purchase  and 
hold  directly,  to  obtain  the  approval  of  the  FED  to  continue  such  activities,  unless  the 
transactions  are  entered  into  on  a  perfectly  matched  basis.  State  member  banks  that 
currently  are  not  engaged  in  such  transactions  are  required  to  seek  the  approval  of  the 
FED  to  commence  such  activities  in  the  future.  The  FED  is  currently  reviewing  these 
activities. 

The  State  of  New  York  Banking  Department  has  generally  held  that  derivative 
activities  are  closely  related  to  banking  and,  with  certain  limitations,  are  therefore 
permitted.  Banks  who  wish  to  newly  engage  in  such  activities  generally  gain  approval 
from  the  Department  on  a  case-by-case  basis. 

(3)       Foreign  Branches  of  Member  Banks 

The  FED  may  authorize,  with  certain  exceptions,  the  foreign  branch  of  a  member 
bank  to  engage  in  activities  that  are  usual  in  connection  with  the  business  of  banking  in 
the  place  where  the  foreign  branch  will  transact  business.^'^  Generally,  a  foreign  branch 
of  a  member  bank  is  permitted  to  engage  in  all  of  the  aaivities  authorized  under  the 
bank's  charter.  To  the  extent  p)ermitted  under  local  law,  foreign  branches  of  a  national 
bank  may  engage  in  the  full  range  of  OTC  derivative  transactions  permitted  under  the 
bank's  charter.   Foreign  branches  of  state  member  banks  may  also  engage  in  such 
activities  consistent  with  its  charter,  subject  to  the  FED's  approval  with  respect  to 
commodity-  and  equity-linked  transactions. 


(4)       Edge  and  Agreement  Corporations 

The  FED  has  the  authority  to  permit  Edge  and  Agreement  corporations  to 
engage  in  activities  that  are  usual  in  connection  with  the  business  of  banking  in  the  place 
where  the  foreign  branch  of  the  corporation  will  transact  business.^''   Domestically,  an 
Edge  or  Agreement  corporation  may  engage  in  foreign  exchange  activities,  which  may 
include  derivative  transactions.  Outside  of  the  U.S.,  such  corporations,  usually  through 
subsidiaries,  may  act  as  FCMs  to  engage  in  transactions  for  the  account  of  customers  or 
for  their  own  account  for  hedging  purposes,  and  may  act  as  a  principal  or  agent  in  swap 
transactions  for  hedging  or  trading  purposes,  subject  to  the  approval  of  the  FED  for 
transactions  linked  to  commodities. 


'  12  use  }  6041. 
'  12  use  i  615(a). 

145 


740 


(5)       Foreign  Subsidiaries  of  Buak  Holding  Companies 

The  activities  of  bank  holding  companies  subsidiaries  established  for  the  purpose 
of  engaging  in  business  overseas  are  subject  to  regulation  by  the  FED.*'*  As  with  Edge 
corporations,  foreign  subsidiaries  of  bank  holding  companies  may  act  as  FCMs  to  engage 
in  transactions  in  exchange-traded  derivatives  for  the  account  of  customers  or  for  their 
own  account  for  hedging  purposes,  and  may  act  as  a  principal  or  agent  in  swap 
transactions,  subject  to  the  approval  of  the  FED  for  transactions  linked  to  commodities. 


(6)       Foreign  Banking  Organizations  with  Operations  in  the  U.S. 

A  federal  branch  of  a  foreign  bank  generally  may  engage  in  the  same  derivative 
activities  as  a  national  bank.  State-licensed  branches  or  agencies  may  engage  in 
derivative  activities  permitted  by  their  state  licensing  authority,  and  at  least  one  state  has 
permitted  state-chartered  banks  to  engage  in  a  broad  range  of  derivative  activities,  and 
has  permitted  state-licensed  branches  and  agencies  to  engage  in  the  same  activities. 
Such  state-licensed  branches  and  agencies  may  not  engage  in  any  activity  that  is  not 
permissible  for  a  federal  branch  unless  specifically  approved  by  the  FED,  and  in  the  case 
of  an  insured  state  branch,  the  FDIC.*"  The  non-banking  operations  of  a  foreign 
banking  organization  that  maintains  a  branch,  agency,  or  subsidiary  bank  in  the  U.S.  are 
subjea  to  the  same  limitations  on  derivative  activities  as  U.S.  operations  of  domestic 
bank  holding  companies.*'* 

c.  Office  of  the  Comptroller  of  the  Currency  (OCC) 

The  OCC  is  the  regulator  of  national  banks  and  their  derivative  activities.  The 
OCC  regulates  the  derivative  activities  of  national  banks  who  act  as  both  dealers  and 
end-users  of  derivatives."'  To  the  extent  that  such  banks  use  exchange-traded 
derivatives,  they  are  subject  to  certain  CFTC  and  SEC  regulation.  Certain  anti-fraud 
and  anti-manipulation  rules  of  the  CFTC  and  SEC  also  apply  to  certain  OTC  derivatives 
used  by  national  banks.*" 

The  authority  of  the  OCC  to  regulate  the  derivative  activities  of  national  banks  is 
derived  from  the  OCCs  authority  to  regulate  national  banks,  generally.  In  addition,  the 
OCC  has  the  express  statutory  authority  to  "prescribe  rules  and  regulations  to  carry  out 
the  responsibilities  of  the  office,"  and  to  enforce  national  bank  compliance  with  relevant 


"•  12  use  I  1843(cX>3)- 

•"  12  use  I  3iaS(h). 

"•  12  use  I  3106(1). 

""  For  ■  diicuaioo  oo  icfulatioe  coounoo  among  the  OCC  and  cKh«r  banUng  a|encie*,  tee  above  Sectiaa  Rl*.-  GcaenI 
DacMBoa  <rf  tke  "    '-^  Aatacks*  RcyriaCaca  al  Duiii1i»t«.  For  a  diicunion  of  Ihc  capital  naiKlardt,  tee  Secboa  E4j  CapiHl 
Staadank.   For  informanoo  oo  ditclacure  and  actountini,  tec  Seoioa  EJ^  Arcoaadag  Tii  Hi  M  tot  Haaacial  DuiMtfN*  and 
Sectiaa  E&:  Daadnaic  Ticatateat  ior  F 
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statutes  and  regulation  through  a  wide  array  of  enforcement  remedies.^^' 

The  OCC  has  emphasized  the  role  of  national  banks  as  financial  intermediaries  in 
the  derivative  markets,  performing  functions  that  are  part  of  the  business  of  banking 
related  to  making  loans  and  taking  deposits.   National  banks  and  their  subsidiaries  have 
been  given  the  authority  by  the  OCC  to  enter  into  a  wide  array  of  derivative  transactions 
and  instruments,  both  for  their  own  accounts  and  to  accommodate  their  customers  as 
dealers.   A  national  bank  may  enter  into  derivative  transactions  as  principal  in  order  to 
hedge  risk  exposures  arising  from  its  investment  portfolio  or  non-dealer  operations.   In 
addition,  a  national  bank  may  enter  into  derivative  transactions  for  its  own  account  as 
incidental  to  its  authorized  dealer-bank  trading  activities,  where  the  bank  may  lawfully 
purchase  and  sell  the  underlying  instrument  or  product  for  its  own  account.  This  would 
include,  for  example,  derivative  instruments  in  U.S.  government  securities,  foreign 
exchange  and  bank-eligible  precious  metals  (gold,  silver  and  platinum). 

A  national  bank  is  also  authorized  to  enter  into  derivative  transactions  as  an 
agent,  or  dealer,  for  its  customers  or  as  principal  in  transaciions  where  the  bank  is 
serving  as  a  financial  intermediary  for  its  customers,  whether  or  not  the  bank  has  the 
power  to  act  as  principal  for  its  own  account  with  respect  to  the  underlying  instrument  or 
product.  Thus,  for  example,  the  OCC  has  permitted  national  banks  to  establish 
operating  subsidiaries  that  function  as  Futures  Commission  Merchants  (FCMs)  by 
soliciting,  accepting,  and  executing  customer  orders  for  futures  and  options.  The  OCC 
has  also  permitted  national  banks  to  enter  into  matched  and  unmatched  commodity  price 
index  swap  transactions  in  order  to  assist  their  customers  in  limiting  certain  financial 
risks  resulting  from  fluctuations  in  commodity  prices,  and  to  hedge  such  transactions  on  a 
portfolio  basis.^*° 

The  OCC  has  also  permitted  national  banks  to  hedge  a  financial  exp>osure  arising 
from  otherwise  permissible  activities  in  markets  that  involve  physical  delivery  of 
commodities  and  that,  in  connection  with  such  hedging  activities,  a  national  bank  may 
make  or  take  physical  delivery  of  commodities,  transfer  or  receive  transfer  of  documents 
of  title,  and  engage  in  other  incidental  activities.^'^  Th's  activity  is  described  further  in 
OCC  Banking  Circular  277  released  on  October  27,  1993.  The  OCC  stipulated,  however, 
that  only  a  nominal  percentage  of  hedging  transactions  should  actually  be  physically 
settled,  and  that  such  physical  hedging  transactions  must  be  customer  driven.  The  OCC 
further  stipulated  that  a  national  bank  may  not  use  physical  hedging  transactions  as  a 
means  to  speculate  in  commodity  price  movements.  Any  national  bank  who  wishes  to 
engage  in  physical  hedging  activities  must  obtain  prior  written  authorization  of  the  OCC. 


"•  12  use  93«  ind  1818. 

"•  See  OCC  No-Objerton  Letter  No.  87-5  regarding  matched  commodity  swap  traiuactioiu  and  OCC  No-Objection  Letter  90-1 
regarding  unmatched  commodity  swap  trsnuctiont.  The  letter*  are  written  in  response  to  requests  made  by  Chase  Manhattan  Bank. 
In  finding  such  transactions  to  t>e  permissible  for  national  banks,  the  OCC  recognized  that  'a  swap  contract  in  which  payments  aie 
based  on  commodity  prices  instead  of  interest  rate  or  currency  exchange  rates  fits  within  the  pow^ix  of  national  banks  because  it  ts 
simpiy  a  new  way  of  tailoring  traditional  intemtediation  services  of  commemal  banks  to  meet  the  needs  of  bank  customers.*  The  OCC 
concluded  from  these  letters  that  a  national  bank  may  use  futures  contracts,  options  and  similar  OTC  instrumenu  which  are  cash 
settled  to  hedge  commodities  pnce  risk  lesulling  from  unmatched  swaps  and  that  the  use  of  such  instruments  as  hedges  may  be  on  a 
portfolio  basis. 

"'   See  No-Objection  Letter  dated  June  30,  1993.  The  NY  Sute  banking  department  had  already  approved  the  bank's  engagement 
in  the  activities. 
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In  general,  national  banks  are  permitted  to  use  derivative  products  so  long  as  the 
activities  are  consistent  with  the  bank's  policies  and  procedures,  and  safe  and  sound 
banking  practices. 

Written  policies  and  procedures  used  in  the  examination  process  differ  depending 
upon  whether  the  institution  being  examined  is  involved  in  the  derivative  markets  as  a 
dealer,  as  an  end-user,  or  both. 

The  primary  resource  for  supervision  of  dealer  activities  is  the  Chiefs  Office 
Source  Book.  The  rapidly  changing  nature  of  the  derivative  markets  results  in  new 
products  and  changes  in  existing  products  on  a  continuous  basis.  However,  the  basic 
management  concepts  of  accurate  risk  measurement  system,  proper  revaluation 
techniques,  appropriate  reporting  lines,  meaningful  risk  limits,  and  sound  policies  apply 
to  all  derivative  trading  activities.  The  Source  Book  also  addresses  back-ofGce  controls. 

The  primary  resources  for  evaluating  end-user  activities  are  the  Chiefs  Office 
Source  Book  and  Comptroller's  Handbook  for  National  Bank  Examiners. 

According  to  the  OCC,  three  resources  provide  guidance  for  examining  derivative 
activities  at  dealer  and  end-user  institutions. 

•  OCC  Banking  Circular  277  issued  on  October  27,  1993,  replaced  Banking 
Circular  79  (3rd  Rev.).  Circular  277  sets  forth  the  policies  and  procedures 
required  of  national  banks  that  engage  in  financial  derivative  activities  in  both  a 
dealer  and  an  end-user  capacity.  Circular  277  states  that  national  banks  may  use 
these  contracts  to  reduce  undesirable  exposures  to  factors  such  as  interest  rate 
changes  or  currency  fluctuations,  to  obtain  the  lowest  cost  funding  alternatives,  to 
take  advantage  of  arbitrage  opportunities  across  financial  markets.   Banks  may 
also  offer  financial  derivatives  to  customers  seeking  risk  management  tools  to 
assist  in  meeting  business  objectives.  The  circular  encourages  national  banks  to 
use  derivatives  for  such  purposes.   Banks  are  to  enter  into  derivative  transactions 
in  accordance  with  safe  and  sound  banking  practices.  The  circular  provides 
requirements  regarding  (a)  senior  management  and  board  oversight;  (b)  market 
risk  management;  (c)  crediit  risk  management,  including  a  credit  approval  function 
requiring  a  bank  to  analyze  the  impact  of  profxtsed  derivative  activities  on  the 
financial  condition  of  the  customer;  (d)  liquidity  risk  management;  (e)  operations 
and  systems  risk  management;  (0  \egal  issues;  (g)  capital  adequacy;  and  (h) 
accounting. 

•  OCC.  Banking  Circular  228  outlines  supervisory  policies  for  mortgage  derivative 
products  and  stipulates  that  securities  trading  activities  (Including  trading  in 
mortgage  derivative  instruments)  should  only  be  conducted  in  a  closely  supervised 
trading  account  by  banks  with  strong  capital  and  earnings  and  adequate  liquidity. 

•  The  Comptroller's  Handbook  for  Nationsil  Bank  Examiners.  Section  203  - 
Investment  Securities,  provides  general  examination  guidelines  for  banks  using 
futures,  forwards,  and  options  in  trading  activities  and  for  risk  management 
purposes.  Specifically,  the  OCC  requires  that  banks'  risk  management  systems 
include: 
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►  Board-approved  policies  that  outline  the  derivative  activities  in  which  the 
bank  may  engage  and  board-approved  limits  which  speciiy  the  maximum 
amount  of  earnings  or  capital  that  may  be  put  at  risk.  Those  policies  and 
limits  should  distinguish  between  trading  activities  and  positions  established 
for  risk  management  purposes. 

►■  Risk  measurement  and  limit  systems  that  enable  the  bank  to  adequately 
identify  and  correctly  quantify  the  level  of  risk  associated  with  its  trading 
and  non-trading  activities,  and  procedures  to  ensure  adherence  to  policies 
and  limits. 

►  Timely  and  accurate  reports  on  the  level  of  risk  that  the  bank  is  taking 
and  on  the  bank's  adherence  to  limits  and  policies. 

In  general,  the  OCC  evaluates  both  the  bank's  policies  and  procedures  in  the  area 
of  risk  management  and  the  appropriateness  and  adequacy  of  its  risk  measurement  and 
monitoring  systems  (e.g.,  net  income  and  market  value  simulation  analyses,  trading  risk 
measurement  systems  and  controls  and,  for  some  community  and  regional  banks,  gap 
analysis.) 

On  September  27,  1993,  the  OCC  called  for  the  creation  of  an  interagency  task 
force  to  address  the  involvement  of  U.S.  banks  in  financial  derivative  products.^ 

OCC  bank  examiners  receive  training  and  guidance  with  respect  to  off-balance 
sheet  activities  through  courses  in  bank  supervision,  which  address  derivatives  in  addition 
to  other  instruments  and  activities.  Additionally,  the  OCC  has  a  cadre  of  examiners  who 
specialize  in  examining  capital  markets  activities  of  bank,  including  off-balance  sheet 
activities.  This  group  receives  specialized  training  on  an  ongoing  basis.   Each  specialist 
also  receives  a  quarterly  Capital  Markets  Newsletter  published  by  the  OCCs  Chief 
National  Bank  Examiner's  office.  The  newsletter  often  includes  feature  articles  on 
derivatives. 


d.  The  Federal  Deposit  Insurance  Corporation  (FDIC) 

The  FDIC  is  the  primary  federal  regulator  of  state  non-member  banks  and  their 
derivative  activities.^*'  To  the  extent  that  such  banks  use  exchange-traded  derivatives, 
they  are  subject  to  certain  CFTC  and  SEC  regulation.   Certain  anti-fraud  and  anti- 
manipulation  rules  of  the  CFTC  and  SEC  also  apply  to  certain  OTC  derivatives  used  by 
state  non-member  banks.^'*   In  general,  the  FDIC  also  has  authority  for  derivatives  in 
both  the  open  and  closed  bank  context. 


'*'  OfTice  of  the  Coinptn>Uer  of  the  Currency.  Newi  Release  #93-106,  September  27,  1993. 

"  For  a  diicuaioa  on  regulation  conunofl  aotoog  the  FDIC  and  other  banking  agencies,  tee  above  Settioa  BXk  Geaeni 
DBOoioe  of  the  BanHng  A^eacks'  Resnbtka  of  Denvstivcs.  For  a  disruuion  of  the  capital  standards,  see  Scdiaa  R4j  Capital 
Staadank.  For  informatioc  on  disckxuie  aod  accounting,  see  Secticia  E5-  Aaxmadat  Tn  aliiii  iK  far  naaaoal  Duwtivca  and 
Seiaiaa  £&:  Diackme  Treatateat  far  Rnaaci^  Deiivatncs. 

"'  See  Sectioa  &2a:  CrrC  DnratncL 
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The  FDICs  authority  over  derivative  transactions  can  be  found  in  several  places 
in  the  FDI  Act  and  its  implementing  regulations. 

For  open  banks,  the  FDIC  can  regulate  derivative  transactions  purstiant  to  its 
general  authority  to  assure  that  banks  do  not  engage  in  unsafe  or  unsound  practices/'^ 
More  specifically,  Appendix  A  to  the  FDICs  Capital  Maintenance  regulation  discusses 
the  effect  that  the  netting  of  certain  derivatives  may  have  on  a  bank's  risk-based  capital 
computation.'" 

In  the  closed  bank  context,'*^  Section  11(e)(8)  of  the  FDI  Act  defines  the  term 
"Qualified  Financial  Contract"  (QFCs)  and  sets  forth  certain  parameters  for  handling 
QFCs  when  the  FDIC  is  appointed  receiver.  The  FDIC  Board  of  Directors  issued  a 
Statement  of  Policy  on  Qualified  Financial  Contracts  dated  December  12,  1989 
interpreting  this  section  of  the  FDI  Act*" 

The  FDIC  is  the  primary  federal  regulator  of  state  non-member  banks  and  their 
derivative  activities.  The  state  banks  are  chartered  under  state  law  and  must  have 
authority  under  their  state  charters  to  engage  in  derivative  transactions.  According  to 
industry  sources,  no  state  non-member  banks  are  cunently  dealers  in  derivatives,  and 
therefore  act  only  as  end-users.   High  aedit  rating  and  sophistication  requirements  limit 
the  banks  and  other  firms  who  act  as  dealers. 

According  to  the  FDIC  state  non-member  banks  use  derivatives  primarily  in  the 
context  of  hedging  and  jwrtfolio  management  strategy.   Even  though,  aside  from 
individual  state  statutes,  there  are  no  legal  prohibitions  on  speculation  and  trading  in 
derivatives  for  a  state  non-member  bank's  own  account,  the  size  and  technical  expertise 
of  such  institutions  generally  make  these  derivative  activities  impractical.  Relative  to  the 
money  center  banks,  the  use  of  derivatives  by  state  non-member  banks  is  comparatively 
slight.  Also  according  to  the  FDIC,  state  non-member  banks  are  also  unlikely  to  be 
active  in  the  utilization  of  derivative  instruments  on  behalf  of  customers  as  dealers. 
Customers  sufficiently  large  and  sophisticated  enough  to  be  involved  in  such  activity 
would  generally  transact  such  business  with  larger  institutions. 

Section  24  of  the  FDI  Act'"  regulates  the  permissible  activities  of  state  banks  by 
utilizing  the  same  standards  that  apply  to  national  banks.   Prior  to  the  enactment  of 
Section  24,  a  state  bank's  powers  were  controlled  primarily  by  state  law  and  the  Glass- 
Steagall  Act.   Section  24  does  contain  a  grandfather  provision  for  certain  activities  which 
the  bank  was  conducting  prior  to  its  enactment.   Under  Section  24,  certain  types  of 


"  FDI  Act  f  8(b),  12  use  1 1818(b). 

"*  12  CFR  325.  A|)pendu  A.  |  n(E). 

**'  For  a  more  deuiled  diicuaioa  of  the  doted  bank  procedure,  see  Quettioo  #12  poced  to  the  reguUlon  by  RepidcnUtive 
Leach. 

—  FDIC  Uw.  RepiLatiOM  &  Relaied  Acti.  volume  2,  p.  $113.  Sectioot  ll(eXl)  and  13(e)  of  ibe  FDI  Act,  the  FDIC  Boardt 
March  23,  1993  *Suteii>enl  of  Policy  Reprdinf  Trcatmeni  of  Security  Interesu  After  Appoiatnent  of  the  Federal  Depocit  toturwice 
Corporation  A«  Cocuervator  Or  Recetver*.  and  FDIC  Legal  Divitioii  Staff  Advisory  Opiiiioa  89-48  may  alto  be  relevant  to  any 
ditcuttioo  of  the  FDICt  authority  lo  regulate  derivative  ttantactioat. 

•"  a  use  11831a. 
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"investments"  are  prohibited  for  state  non-member  banks.   For  example,  state  banks  are 
generally  not  permitted  to  invest  in  equity  securities.^'"  This  prohibition,  according  to 
the  FDIC,  would  appear  to  include  stock  options.  With  regard  to  the  purchasing  of 
commodity  futures  for  its  own  account,  it  is  unclear,  according  to  the  FDIC,  whether  or 
not  this  is  a  permissible  activity.  A  transaction  which  violates  a  criminal  statute,  an 
applicable  state  statute,  is  inherently  unsafe  and  unsound,  or  violates  Section  30  of  the 
FDI  act  pertaining  to  Adverse  Contracts,  would  be  prohibited. 

The  overall  financial  condition  of  the  individual  mstitution  is  important  in  that 
otherwise  sound,  well-capitalized  and  appropriately  managed  institutions  are  generally 
allowed  to  engage  in  derivative  activities  outside  of  a  risk  reduction  strategy.  The 
financial  strength,  size,  liquidity  and  internal  control  environment  of  the  institution  will 
further  determine  the  extent  to  which  involvement  in  derivative  activities  is  acceptable. 
Institutions  with  more  modest  capital  levels,  for  example,  could  be  discouraged  on  safety 
and  soundness  grounds  from  taking  the  same  level  of  unmatched  positions. 

Even  if  an  individual  institution  is  financially  capable  and  is  attempting  to  use 
these  instruments  as  part  of  a  risk  reduction  strategy,  the  FDIC  could  determine  that 
involvement  in  derivative  product  activities  would  be  "unsafe  and  unsound"  based  entirely 
on  the  specific  technical  inability  of  existing  management.  This  could  be  the  case  even 
in  institutions  which  are  in  other  respects  considered  appropriately  managed,  or  where 
present  management  is  already  engaged  in  a  more  limited  use  of  certain  derivatives. 

The  FDIC  has  allocated  substantial  resources  to  selecting  and  training  individuals 
to  for  examine  and  supervise  capital  markets  activities.  The  training  of  specialists  is 
ongoing.   Semiannual  seminars  are  conducted  covering  topical  and  emerging  issues  in  an 
attempt  of  evolve  with  the  market.  Training  of  other  examiners  and  appropriate 
Regional  Office  personnel  is  then  periodically  conducted  by  the  capital  markets 
specialists  within  the  Regions.  Additionally,  the  FDIC  regularly  compiles  and  internally 
produces  reports  on  capital  markets  activities.  The  written  policies  and  procedures  are 
presently  embodied  in  the  Capital  Markets  Reference  Manual. 

e.  Office  of  Thrift  Supervision  (OTS) 

The  OTS  has  authority  over  the  use  of  derivatives  by  thrifts.  Thrifts  are  end- 
users  of  derivatives  and  do  not  act  as  dealers.  Thrifts  that  use  derivatives  are  expected 
by  the  OTS  to  use  them  to  reduce  risk.  OTS  rules  for  futures  require  that  institutions 
enter  only  into  interest-rate  related  contracts,  and  use  such  futures  only  to  reduce 
interest  rate  risk.  Institutions  are  not  permitted  to  enter  into  futures  contracts  for 
purposes  other  than  interest  rate  risk  reduaion.   Similarly,  options  contracts  are  to  be 
used  only  to  reduce  interest  rate  risk.  The  OTS  does  not  have  specific  regulations 
governing  the  use  of  swaps  by  thrifts.   However,  the  OTS  Regulatory  Handbook:  Thrift 
Activities  directs  that  management  monitor  the  correlation  of  swap  positions  with  the 
assets  and  liabilities  being  hedged.  To  the  extent  that  thrifts  use  exchange-traded 
derivatives,  they  are  subject  to  certain  CFTC  and  SEC  regulation.  Certain  anti-fraud 
and  anti-manipulation  rules  of  the  CFTC  and  SEC  also  apply  to  certain  OTC  derivatives 


'  Se<  FDI  Act  $24;  12  CFR  362,  and  FDI  Act  J18(l). 

151 


746 


used  by  thrifts."^ 

SpecificaUy,  the  OTS  stated  that  in  exercising  its  authority,  it  has  taken  a  number 
of  initiatives  with  respect  to  the  prudent  use  of  derivatives  by  thrifts  which  are  governed 
by  the  following  principles:^'^ 

•  The  risk  of  derivatives  should  be  viewed  in  terms  of  their  contribution  to  the 
overall  risk  of  an  institution's  portfolio,  not  in  terms  of  their  riskiness  on  a  stand- 
alone basis.   It  is  the  contribution  to  an  institution's  risk,  not  the  risk  of  the 
instrument  itself,  that  ultimately  matters. 

•  Effective  risk  management  minimizes  problems  related  to  the  use  of  derivatives. 
Institutions  should  not  use  derivatives  unless  they  understand  the  instruments  and 
establish  effertive  systems  for  monitoring  and  controlling  their  use. 

•  The  use  of  derivatives  should  be  strictly  limited  to  risk  reducing  activities. 

•  The  risk-based  capital  framework  should  be  modified  to  provide  incentives  to 
control  interest  rate  risk.   At  present,  the  risk-based  capital  requirements  focus 
solely  on  credit  risk  and,  therefore,  may  provide  an  incentive  for  institutions  to 
substitute  interest  rate  risk  for  credit  risk.  To  be  effective,  capital  requirements 
must  distinguish  among  institutions  with  different  levels  of  interest  rate  risk 
exposure. 

•  Unnecessary  regulatory  imj>ediments  to  the  use  of  derivatives  should  be  avoided 
so  as  not  to  discourage  qualified  institutions  from  using  these  products  to  reduce 
risk.  (Some  bank  and  thrift  executives  contend  that  they  do  not  use  derivatives  to 
hedge  risk  exposures  because  they  fear  that  any  institution  that  uses  these 
products  will  receive  increased  regulatory  scrutiny.) 

The  OTS  has  what  they  call  a  three-part  program  for  the  regulation  of  derivatives. 


(1)       On-Site  Examinations 

Each  regional  OTS  office  has  examiners  and  supervisory  staff  with  specialized 
expertise  in  derivative  instruments  and  interest  rate  risk.  These  specialists,  along  with 
the  OTS'  Risk  Management  staff  in  Washington,  DC  are  available  to  provide  assistance 
to  examiners  as  needed. 

Extensive  training  is  offered  to  examiners  on  derivatives,  interest  rate  risk,  and 
asset/liability  management.   Such  training  incudes  the  new  Thrift  Regulator  School,  and 
training  on  financial  instruments,  futures,  risk  management,  advanced  capital  markets, 
and  advanced  examiner  topics. 


'  Sec  Scclka  "•»»•  OTC  Dui»liw«. 


"*  OrTia  of  Thnft  Supervision  response*  to  questioas  raised  by  Senator  Riegk  on  deriviiiw  pioductt  in  (  leporl  entitled 
DetivitivT  Product  Activities  of  S«v<nB  Astociitions  dated  Much  1993. 
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The  examiners  determine:  (a)  whether  the  institution  compUes  with  OTS  policies 
with  respect  to  control  of  interest  rate  risk;  (b)  whether  the  institution  complies  with 
OTS  policies  and  regulations  on  futures,  options,  and  mortgage  derivative  products;  (c) 
management  competence  regarding  derivative  products;  and  (d)  whether  corrective 
action  is  necessary. 


(2)       OfT-Site  Surveillance  and  Monitoring 

OTS  developed  a  relatively  sophisticated  computer  model  which  it  began  using  in 
early  1991  to  measure  and  monitor  the  interest  rate  risk  exposure  of  individual  thrifts 
and  the  industry  as  a  whole.   In  March  1993,  the  OTS  introduced  a  new  version  of  the 
model  based  on  a  new  reporting  form  Schedule  CMR.  OTS  uses  the  model  to  generate 
Interest  Rate  Risk  Exposure  Reports  for  examiners  and  for  each  institution's  use.  The 
Exposure  Reports  contain  detailed  estimates  of  the  interest  rate  sensitivity  of  an 
institutions's  assets,  liabilities,  and  off-balance  sheet  contracts  over  nine  different  interest 
rate  scenarios. 

With  the  new  schedule  CMR,  thrifts  report  detailed  information  on  their 
derivatives  including  interest  rate  swaps,  caps,  floors,  futures,  options  on  futures,  and 
mortgage  derivatives. 

A  new  coding  system  facilitates  the  reporting  of  derivatives.  All  off-balance  sheet 
derivatives  are  identified  by  a  four  digit  contract  code.   Institutions  also  report  the 
notional  amount  of  the  contract  rate,  margins,  or  fees.  This  system  will  accommodate 
new  varieties  of  derivatives  as  they  are  developed.^" 


(3)       Prudential  Rules  and  Regulations 

OTS  regulations  and  policy  statements  that  govern  the  use  of  derivatives  include: 
(A)  the  risk-based  capital  requirements;  (b)  Thrift  Bulletin  13,  a  policy  statement  on 
interest  rate  risk;  (c)  Thrift  Bulletin  52,  a  policy  statement  on  mortgage  derivative 
products;  and  (d)  OTS  regulations  for  futures  and  options. 

The  risk-based  capital  standards  used  by  the  OTS  are  also  used  by  the  Federal 
Reserve,  OCC,  and  FDIC.^'*  Currently,  the  risk  associated  with  derivatives  is  accounted 
for  in  the  bank  and  thrift  capital  standards  by  assessing  the  current  credit  risk  exposure 
plus  an  add-on  for  fumre  exposure  based  upon  0-5%  of  the  notional  amount.  The 
current  credit  exposure  (due  to  the  risk  that  a  counterparty  will  default)  is  measured  as 
"replacement  cost"  which  is  the  cost  to  an  institution  to  replace  a  contract  on  which  a 
counterparty  has  defaulted.  The  replacement  cost  plus  the  add-on  is  referred  to  as  the 
"credit  equivalent  amount"  which  is  then  multiplied  by  up  to  50%  to  arrive  at  the  risk- 
based  capital  charge. 


*"  For  further  infonrution  on  disclosure  and  accounting,  se«  Scctioa  EJj  Acoooatiiif  Treataeat  for  Ffautadal  Deiivatnci  and 
Scdiaa  E.&:  DiwJowuc  Tieatoteal  fot  Hnuidal  Ociivatncs. 

'**   For  a  more  detailed  discussion  of  the  capital  standards,  see  Srrrioa  &4-  Cifatal  StandudL 
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The  OTS  recently  revised  its  risk-based  capital  rule  to  take  account  of  interest 
rate  risk,  including  the  interest  rate  risk  and  risk  reduction  associated  with  financial 
derivatives.  The  new  rule  is  effective  on  January  1,  1994.  Under  the  revised  rule, 
institutions  with  "above  normal"  levels  of  interest  rate  risk  will  be  subject  to  an  interest 
rate  risk  capital  component.  OTS  develo{>ed  a  model  to  estimate  the  interest  rate  risk 
exposure  of  savings  associations.  The  results  of  that  model  will  be  used  by  OTS  to 
determine  how  much  capital,  if  any,  an  association  will  be  required  to  hold  for  interest 
rate  risk,  including  interest  rate  risk  associated  with  derivatives. 

Thrift  Bulletin  13, was  issued  in  1989  and  advises  instimtions  to  set  interest  rate 
risk  exposure  limits  and  describes  interest  rate  risk  management  procediues  which  the 
OTS  expects  institutions  to  utilize.  OTS  requires  any  institution  with  $500  million  or 
more  in  assets  and  any  institution  that  holds  "high  risk"  mortgage  products  to  have  an 
interest  rate  risk  measurement  system.  The  measurement  system  must  be  capable  of 
measuring  the  effect  of  changes  in  interest  rate  on  the  institution's  net  interest  income 
and  Market  Value  of  Portfolio  Equity  (MVPE).  The  emphasis  on  MVPE  ensures  that 
the  analysis  is  conducted  in  a  portfolio  context  and  that  all  financial  derivative  products 
are  taken  into  account 

Thrift  Bulletin  52  governs  investments  by  thrifts  in  mortgage  derivative  products. 
The  Bulletin  sets  a  test  to  determine  the  riskiness  of  a  mortgage  derivative  and  states 
that  the  thrift  must  demonstrate  that  the  derivative  will  reduce  overall  risk  of  the  thrift. 

OTS  restricts  the  use  of  futures  contracts  by  thrifts  to  activities  that  will  reduce 
interest  rate  risk.  Thrifts  are  also  restricted  in  their  choice  of  counterparty  for  options 
and  must  hold  capital  for  counterparty  risk  on  all  OTC  options  that  are  in-the-money. 
Additionally,  thrifts  ase  directed  to  develop  appropriate  management  and  control  policies 
for  futures  and  options  use,  and  must  notify  their  regional  OTS  office  before  they  begin 
a  futures  or  options  program. 


r.  SecDiities  and  Exchange  Commission  (SEC) 

The  SEC  has  jurisdiction  over  the  securities  activities  of  broker-dealers,  in  the 
capacity  of  both  a  dealer  and  an  end  user.   In  general,  the  SEC  has  jurisdiction  over 
those  derivatives  which  are  considered  a  "security"  under  Section  3(a)(10)  of  the  SEC 
Act  of  1934.  The  SEC  also  has  jurisdiction  over  certain  exchange-traded  derivative 
products  which  are  traded  on  SEC-regulated  exchanges.^"  The  SEC  was  given  authority 
under  Section  9  of  the  Securities  Exchange  Aa  of  1934  to  approve  options  trading 
through  rulemaking.   Since  1934,  the  SEC  has  regulated  trading  in  stock  options  and 
other  securities-based  derivative  products.  These  products  include  both  standardized 
options,  such  as  those  traded  on  five  national  exchanges,  and  derivatives  offered  by 
corporate  issuers,  such  as  warrants,  rights,  and  various  convertible  securities.  Options  on 
securities  and  futures  and  commodity  options  contracts  are  regulated  by  the  CFTC. 


"^  Including  tbc  t^ew  York  Stock  Eicli«n(e,  the  Afflcricu  Slock  Ejxtunge.  the  Pacific  Stock  Exchange,  and  the  Philadelphia  Stock 
Exchange. 
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Exchange  trading  of  derivative  securities  began  in  1973  when  the  SEC  authorized 
the  listing  and  trading  of  standardized  options  contracts  on  the  Chicago  Board  of 
Options  Exchange.  Later,  trading  was  authorized  on  several  other  exchanges,  including 
the  New  York  Stock  Exchange,  the  American  Stock  Exchange,  the  Philadelphia  Stock 
Exchange,  and  the  Pacific  Stock  Exchange.  The  SEC,  together  with  these  exchanges  and 
the  National  Association  of  Securities  Dealers,  Inc  (NASD),  has  created  a  special 
regulatory  structure  for  derivative  securities.^'*  As  part  of  its  on-going  review  of 
derivative  activities,  the  SEC  produced  a  study  of  the  options  markets  in  1978  that  led  to 
future  regulatory  developments. 

Since  1983,  Section  2(a)(1)(B)  of  the  CEA  and  related  securities  laws  have 
divided  jurisdiction  between  the  SEC  and  the  CFTC.*"   Pursuant  to  this  Section,  the 
SEC  has  jurisdiction  over  securities,  including  options  on  securities  (including  exempted 
securities),  options  on  certificates  of  deposit,  options  on  stock  indexes,  and  options  on 
foreign  currency  traded  on  a  national  securities  exchange;  the  CFTC  has  jurisdiction  over 
all  futures  contracts,  including  futures  contracts  on  stock  indices,^"  options  on  futures 
contracts  and  physical  commodities  and  foreign  currencies.  There  is  no  trading  in 
futures  on  individual  securities. 

The  SEC  has  in  place  a  securities  regulatory  structure  under  the  Exchange  Act 
that  encompasses  derivative  activities  within  its  jurisdiction.  This  regulatory  system  is 
comprised  of  four  essential  components: 


(1)       Rules  Against  Fraud  and  Manipulation 

The  SEC  has  specific  statutory  authority  under  the  anti-fraud  provisions  of  the 
federal  securities  laws  to  adopt  and  enforce  rules  that  prohibit  market  manipulation, 
insider  trading,  and  abusive  securities  trading  or  sales  practices. 


(2)       Broker-Dealer  Regulation 

Securities  firms  use  derivatives  in  the  capacity  of  both  a  dealer  and  an  end-user. 
As  an  end-user,  securities  firms  can  use  derivatives  to  manage  risks  associated  with  the 
activities  of  the  entire  firm.  Whether  the  derivative  activity  is  conducted  inside  or 
outside  an  unregistered  (not  registered  with  the  SEC)  affiliate  depends  upon,  among 
other  things,  the  legal  requirements  of  the  derivative  instrument  being  used  and  the 
capital  charge  associated  with  the  transaction. 

The  SEC  has  not  issued  a  rule  which  specifies  which  derivative  instruments  are 


***  The  exclun|es  and  the  NASD  together  aie  telf-feguhiioty  otf^aaMioat  (SROt). 

"'  The  Johntoo-Shwl  Accord  regarding  thit  jurisdictioo  vtt  pasted  ioto  law  by  the  Coogrett  as  pert  of  both  the  Securities  Acts 
Ameodmean  o(  1982  tad  the  Futures  Trading  Act  o(  1982.   See  PL  Na  97-303,  96  SuL  1409  (1982)  tod  97-444,  96  SUL  2294  (1982). 

"  In  passing  the  iohnsoa-Shad  Accord  into  law.  Congress  added  a  provisioa  that  provided  the  SEC  with  a  (pedal  consulutivc  and 
concurrent  lok  in  the  approval  process  concerning  stock  index  futures  contracts.   In  particular,  the  SEC  must  Tiod  that  the  specific 
stock  indei  Futures  contract  is  cash-settled,  not  readily  susceptible  to  manipulation,  and  rcflectt  a  subtuntial  segmeal  ot  the  undertying 
cash  market.   Futures  contracu  on  individual  securities,  other  than  eiempled  securities,  were  prohibited. 
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securities  and  which  instruments  are  not  securities.   However,  the  SEC  issued  a  concept 
release  on  May  4,  1993  which  seeks  comment  on  the  appropriate  net  capital  treatment  of 
various  OTC  derivative  instruments,  including  OTC  swaps,  forwards,  futures,  and 
options.^" 

Broker-dealers  that  conduct  any  derivative  activity  in  the  U.S.  involving  securities 
are  required  to  be  registered  as  broker-dealers  with  the  SEC  and  to  be  members  of  one 
or  more  SROs,  such  as  the  NASD,  the  New  York  Stock  Exchange,  and  the  other 
national  exchanges  on  which  derivative  securities  are  traded.  The  SROs  promulgate  and 
enforce  rules  governing  broker-dealer  sales  practices.   Under  these  rules,  broker-dealers 
have  a  duty  to  provide  their  customers  with  best  execution  of  their  orders,  and  to  make 
suitability  determinations  before  recommending  customer  trades.   Derivative  activities 
interpreted  by  securities  firms  to  be  securities  activities,  and  therefore  conducted  in  a 
registered  broker-dealer,  include  exchange-traded  options  on  securities,  exchange-traded 
options  on  indices  of  securities,  exchange-traded  options  on  foreign  currency,  and  OTC 
equity  index  options. 

Broker-dealers  are  subject  to  SEC  rules  governing  financial  responsibility  that  are 
designed  to  protect  their  integrity  and  financial  stability.  These  rules  include  the  SECs 
recordkeeping  and  reporting  rules'""'  and  the  Net  Capital  Rule.^"^  The  Net  Capital  Rule, 
according  to  the  SEC,  plays  a  significant  role  in  the  maintenance  of  fair  and  orderly 
markets  in  the  U.S.  by  ensuring  that  broker-dealers  maintain  sufficient  net,  liquid  assets 
that  enable  them  to  satisfy  promptly  their  obligations  to  customers  and  other  broker- 
dealers.   These  assets  also  provide  a  cushion  against  potential  market  and  credit  risk. 
The  Net  Capital  Rule's  existing  structure  was  developed  in  large  measure  prior  to  the 
recent  growth  and  development  of  the  OTC  derivatives  market.   Under  the  Net  Capital 
Rule,  the  unrealized  profit  associated  with  an  OTC  derivative,  generally,  is  treated  as  an 
unsecured  receivable  subject  to  a  100%  capital  charge.   In  light  of  the  development  of 
the  OTC  derivative  markets  and  the  trend  among  dealers  to  conduct  OTC  derivatives 
not  involving  securities  in  unregistered  entitles,  either  in  the  U.S.  or  abroad  or  in  DPCs, 
the  SEC  has  commenced  a  formal  review  of  its  capital  requirements.  On  May  4,  1993, 
the  SEC  issued  its  Concept  Release"*  requesting  comments  on  the  treatment  of 
derivative  products  under  the  Net  Capital  Rule  in  order  to,  among  other  things,  make  it 
more  feasible  for  firms  to  conduct  such  activities  in  registered  broker-dealers. 

Securities  firms  who  currently  deal  in  derivatives  conduct  many  of  their  derivative 
dealing  activities  in  unregistered  (not  registered  with  the  SEC)  affiliates  or  in  offshore 
affiliates,  not  subjea  to  the  SECs  Net  Capital  Rule.  The  treatment  of  such  derivatives 
under  the  Net  Capital  Rule  is  a  primary  reason  such  artivities  have  been  moved  to 
unregistered  affiliates.  The  derivative  dealing  activities  conducted  in  an  unregistered 
affiliate  are  those  activities  interpreted  by  the  securities  firm  nfii  to  be  securities 
activities.  The  derivative  activities  typically  considered  by  securities  firms  HQl  to  be 


"'  SEC  Conctpl  Relcue  No.  43-32256;  Inlcmatioiul  Seriet  Relu&e  No  540.   58  FR  TTSfi.   See  alio  Sectioa  a4J>^l):  Corral  ud 
rivpumui  Capital  Suadudt.  See  also  Quetiioa  #26  poted  lo  ihe  SEC  by  Rep.  Leach. 

"•  17  CFR  i  240.17a-3. 

"'  17  CFR  {  240.lSc3-i    For  *  more  detailed  ditoucion  of  the  capitai  standards,  (ce  Sectiaa  E.4.;  Capital  StaadardL 

""  SEC  Release  No.  322S6  (May  4,  1992).  58  FR  2786. 
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securities  activities  include  the  dealing  of  most  swaps,  primarily  interest  rate  and 
currency  swaps,  and  certain  other  OTC  derivative  instruments. 

The  SEC  monitor?  the  risks  posed  by  the  activities  of  unregistered  afBliates 
through  its  risk  assessment  program.  Specifically,  pursuant  to  the  Market  Reform  Act  of 
1990,      the  SEC  adopted  risk  assessment  recordkeeping  and  reporting  rules"*  that 
provide  the  SEC  with  an  overview,  on  a  periodic  basis,  of  the  financial  and  securities 
activities  of  affiliates  that  are  likely  to  have  a  material  impact  on  the  broker-dealer's 
financial  and  op>erational  condition."*   Under  the  risk  assessment  rules,  broker-dealers 
are  required  to  file  information  concerning  the  financial  and  securities  activities  of  such 
affiliates.   In  addition,  broker-dealers  are  required  to  make  and  keep  records  concerning 
their  policies,  procedures,  and  systems  for  monitoring  and  controlling  financial  and 
operational  risks  resulting  from  the  activities  of  their  affiliates.  The  SEC  presently  is 
analyzing  quarterly  filing  information  obtained  from  approximately  250  securities  firms. 


(3)        Regulation  of  the  Markets 

A  special  regulatory  regime  has  been  developed  for  securities  that  are  traded  on 
national  securities  exchanges.  These  rules  are  designed  to  maintain  fair  and  orderly 
markets,  while  facilitating  market  comjjetition  and  efficiency.   Exchange  trading  provides 
certain  safeguards,  including  transparency  in  the  form  of  real  time  quotation  and  price 
reporting,  margin  requirements,"  position  limits,  limitations  on  market  concentration, 
audit  trail  requirements,  and  circuit  breakers  designed  to  control  extreme  market  shifts. 
Some  OTC  markets,  such  as  the  NASD's  automated  quotation  system  (NASDAQ), 
provide  many  of  the  same  protections.  These  markets  are  also  subject  to  surveillance 
systems  that  enhance  the  ability  of  the  SROs  to  examine  and  enforce  SEC  and  SRO 
customer  protection  rules. 

Systems  also  have  been  established  to  ensure  efficient  and  accurate  clearance  and 
settlement  of  trades.  Options  transactions  effected  on  a  national  exchange  are  cleared 
and  settled  in  a  continuous  net  settlement  system  operated  by  the  Options  Gearing 
Corporation.  This  system  significantly  reduces  counterparty  risk  through  the  presence  of 
a  financially  stable  contractual  intermediary  that  interposes  itself  as  the  counterparty  to 
both  sides  of  any  transaction. 

Margin  requirements"'  further  contribute  to  the  maintenance  of  fair  and  orderly 
markets.  First,  margin  serves  to  prevent  investors  from  entering  into  highly  leveraged 
positions  and  incurring  obligations  which  they  will  be  unable  to  satisfy  in  the  event  of  a 


~  P.U  101-432.  IM  Stit  978. 

"*  17  CFR  H  240.17h-rr.   See  Securioet  Exchange  Act  Rele«e  No.  30929  (July  16,  1992),  57  FR  32159. 

"•  17  CFR  H240  17h-lT  ind  240.17hJT.  See  Securities  Exchange  Act  Rele««e  No.  30929  (July  16, 1992),  57  FR  32159. 

"  la  1983,  the  auUiority  to  review  mugiiit  for  optioot  on  securities  was  detepted  to  the  SEC  by  the  Board  of  Gowmots  of  the 
Federal  Reaeiw  Board.   In  1985,  the  SEC  in  coajuoctioa  K-ilh  the  national  exchange*  oo  which  options  are  traded  and  the  NASD, 
esublisbed  a  uniform,  piemium-based  customer  margin  system  for  'short'  options  posittoos  that  sets  appropriate  raargia  levels 
ctxttistent  with  martei  conditions. 

"'  For  a  more  detaikd  discussion  of  margin  requirements,  tee  Sectka  P.\g:  Coaaodky  i^rtBlc■  Tadm%  < 
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substantial  market  decline.  Secondly,  margin  protects  the  capital  of  broker-dealers  and 
clearing  firms  by  reducing  the  risk  that  their  capital  will  be  called  uf>on  to  satisfy  the 
obligations  of  overly-leveraged  investors.   Finally,  margin  also  serves  to  minimize 
systemic  risk  to  the  entire  financial  system  during  periods  when  markets  are  under  suess, 
and  when  defaults  by  otherwise  highly-leveraged  participants  would  pull  liquidity  out  of 
the  system  at  a  time  when  it  is  under  the  most  stress. 


(4)       Special  Customer  Protection  Rules 

Broker-dealers  effecting  transactions  in  securities  that  pose  special  risks  to 
investors,  whether  such  securities  are  traded  on  an  exchange  or  in  the  OTC  market,  are 
subject  to  additional  requirements  under  the  federal  securities  laws,  including  sales 
practice  requirements  intended  to  protect  investors  and  provide  them  with  information 
about  investment  risk.   In  options  transactions,  broker-dealers  are  required  to  follow 
certain  SRO  rules  governing  account  opening  procedures.   Among  other  things,  they  are 
required  to  exercise  due  diligence  in  ascertaining  customer  suitability  for  options  trading, 
particularly  before  recommending  options  trades  or  trading  strategies.  Broker-dealers 
are  also  required,  pursuant  to  Rule  9b- 1  under  the  Exchange  Act      and  Form  S-20 
under  the  Securities  Act  of  1933,'°'  to  provide  options  customers  with  a  risk  disclosure 
document  containing  information  describing  the  mechanics  and  risks  of  options  trading, 
transactions  costs,  margin  requirements,  and  the  tax  consequences  of  margin  trading. 
SRO  rules  also  impose  special  qualification  and  testing  requirements  for  broker-dealer 
sales  personnel  and  their  supervisors  who  effect  options  transactions. 


g.  Commodity  Futures  Trading  Commission  (CFTC) 

Those  entities  that  utilize  certain  exchange-traded  derivatives  are  subject  to  CFTC 
rules  and  regulations,  in  addition  to  the  entities'  primary  regulator.'"  The  CFTC,  in 
general,  regulates  the  trading  of  futures  contracts  and  commodity  options. 

Futures  and  options  transactions  are  widely  used  by  producers,  speculators, 
dealers,  financial  institutions,  collective  investment  vehicles,  and  other  users  of 
underlying  commodity  interests.  The  regulatory  framework  established  by  the  CEA  and 
the  CFTC  regulations  addresses  market  integrity,  financial  integrity,  and  customer 
protection.  The  CEA  and  the  CFTC  regulations'"  regulate  the  futures  and  commodity 
option  exchanges  and  their  clearing  facilities,  the  design  of  products  traded,  and  the 
persons  soliciting  or  handling  transactions  for  customers. 

The  futures  regulatory  framework  was  designed  to  assure  that  all  futures 
transactions  would  take  place  on  regulated  exchange  markets  through  regulated 


"  17  CFR  I  240.'Jb-l. 

"  17  CFR  }  239J0. 

"  Fbr  further  inTormaiion  on  CFTC  reguUtiofi,  tee  ibove  Sectka  R2.bj  Pgiwy-TraJcd  DoMtncs. 

"  17  CFR  }1  et  ten- 
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intermediaries  registered  as  futures  commission  merchants  (FCMs)  and  subject  to 
miniTniim  capital  and  other  requirements.  The  CFTC  stated  that  while  in  general 
exchange  trading  requirement  has  worked  well  to  strengthen  self-regulation,  protection  of 
customers,  and  market  integrity,  not  every  transaction  can  or  should  take  place  on  the 
exchange  floor.  Several  years  of  debate  on  this  issue  culminated  in  the  adoption  of  the 
Futures  Trading  Practices  Act  of  1992  (CEA  §  4(c))  which  authorized  the  CFTC  to  grant 
exemptions  to  the  exchange  trading  requirement.  Largely  in  response  to  Congressional 
directives,  the  CFTC  has  issued  exemptive  orders  for  certain  futures  including  swaps, 
hybrids,  and  certain  energy  contracts.       While  the  CFTC  has  retained  some  residual 
anti-fraud  and  anti-manipulation  authority  for  some  of  these  exempt  instruments,  these 
instruments  are  not  subject  to  the  same  regulation  by  the  CFTC  as  exchange-traded 
futures  contracts. 

Transactions  in  commodity  futures  contracts  must  occur  only  on  or  subject  to  the 
rules  of  exchanges,  which  have  been  designated  by  the  CFTC  as  contract  markets  and 
which  are  subject  to  CFTC  oversight   Under  the  CEA,  an  exchange  must  obtain  a 
designation  from  the  CFTC  for  every  commodity  it  wishes  to  trade  and  must  meet 
standards  in  the  CEA  and  CFTC  regulations  to  obtain  and  maintain  that  designation.'" 
Exchanges  must  submit  all  exchange  rules  to  the  CFTC  for  review.'^*   CFTC  authority 
over  exchange  rules  involving  trading  or  contract  terms  and  conditions  extends  to  the 
power  to  alter  or  amend  exchange  rules.'" 

Since  1983,  Section  2(a)(1)(B)  of  the  CEA  and  related  securities  laws  have 
divided  jurisdiction  between  the  SEC  and  the  CFTC."*  Pursuant  to  the  CEA,  the  SEC 
has  jurisdiction  over  securities,  including  options  on  securities  (which  include  exempted 
securities),  options  on  certificates  of  deposit,  options  on  stock  indexes,  and  options  on 
foreign  currency  traded  on  a  national  securities  exchange;  the  CFTC  has  jurisdiction  over 
all  futures  contracts,  including  futures  contracts  on  stock  indices,  and  options  on  futures 
contracts  and  physical  commodities  and  foreign  currencies.  There  is  no  trading  in 
futures  on  individual  securities. 

The  federal  regulatory  scheme  extends  beyond  the  designated  contract  markets  by 
requiring  that  every  person  and  firm  that  handles  the  funds  or  orders  of  customers  or 
who  advise  customers  on  whether  to  buy  or  sell  futures  contracts  must  be  registered. 
Registration  requires  that  every  commodity  brokerage  firm  or  Futures  Commission 
Merchant,  Introducing  Broker,  Commodity  Trading  Adviser,  Corrunodity  Pool  Operator, 
Floor  Broker,  and  as  of  1993  every  Floor  Trader  as  defined  in  the  CEA  and  where 
applicable  their  principals,  demonstrate  fitness  to  aa  as  industry  professionals.  For 
example,  persons  and  firms  could  be  deemed  unfit  if  they  have  been  convicted  of  serious 
crimes,  including  crimes  involving  fraud.   Most  of  the  registration  process  has  been 


"'  See  diicutcioD  of  rcgulatioo  of  OTC  derivitives  in  above  Scctioa  ft'-  <JTC  Derivatives. 

"•  CEA  H  5  tod  S«. 

"•  CEA  1 5%. 

"'  CEA  I  8<7). 

"*  The  Johnson-Shad  Accord  wat  pasted  into  law  by  the  Congress  as  part  of  both  the  Securities  Acts  Amendoienls  of  19S2  and  the 
Future*  Trading  Act  of  1982.  See  PJ.  No.  97-303,  96  Sut.  1409  (1982)  and  97-444,  96  Sut.  2294  (1982). 
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delegated  to  the  National  Futures  Association  (NFA). 

Commodity  professionals  are  subject  to  requirements  relating  to  registration,  the 
protection  of  customer  funds,  minimum  capital,"  recordkeeping,  disclosure,  and 
reporting.  The  CFTCs  capital  rule  defers  to  the  SECs  haircut  proprietary  positions  in 
securities  to  reflect  the  market  risk  in  such  positions,  and  to  the  SECs  minimum  capital 
requirement  and  calculation  methodology  if  securities  brokerage  is  a  given  firm's 
dominant  line  of  business.  The  combined  efforts  of  federal  and  self-regulation  are 
evidenced  by  an  extensive  program  to  protect  market  integrity  through  the  use  of  CFTC 
or  exchange  limits  on  the  size  of  speculative  positions  in  contracts  where  large 
speculative  positions  would  raise  concerns.  Additionally,  CFTC  and  exchange 
surveillance  systems  constantly  monitor  market  artivity.   In  that  regard,  the  CFTC 
requires  large  traders,  whether  commercial  or  non-commercial,  to  file  reports  on  their 
positions.  The  CFTC  can  issue  special  calls  for  additional  information  fi'om  market 
participants. 

Customer  funds  are  protected  by  CFTC  requirements  that  all  customer  funds 
must  be  segregated  an  held  in  a  separate  account  by  clearing  members  and  FCMs  apart 
from  the  member  firm's  own  funds.^"  Additionally,  to  protect  customer's  segregated 
funds,  the  CFTC  sets  minimum  net  capital  financial  requirements  for  all  firms  and 
persons  who  handle  customer  funds.^'    Additionally,  compliance  is  monitored  through 
requiring  annual  certified  audits  by  independent  public  accountants,  by  dirert  audits  by 
the  exchanges  and  the  ^fFA,  and  by  CFTC  oversight  audits. 

The  CFTC  oversight  audits  are  part  of  the  CFTCs  rule  enforcement  review 
program  which  reviews  the  performance  of  SROs  in  the  enforcement  of  their  rules.  The 
rule  enforcement  review  is  an  extensive  program  covering  not  only  SRO  financial  audit 
programs,  but  the  sales  practices,  trading,  and  market  surveillance  programs  of  the  SROs 
as  well. 

The  CEA  contains  broad  anti-fraud  and  anti-mampulation  provisions;  requires 
reporting  and  recordkeeping  by  exchanges;  and  prohibits  noncompetitive  trading 
practices  such  as  fictitious  sales.  The  CFTC  is  authorized  to  take  administrative  law 
enforcement  actions  before  its  administrative  law  judges  and  to  take  injunctive  actions  in 
federal  court.  The  most  heavily  used  sections  of  the  CEA  to  protect  customers  through 
enforcement  actions  or  private  lawsuits  are  the  anti-fraud  provisions.'^"  A  primary 
concern  about  futures  markets  has  been  the  potential  manipulation  of  these  markets  and 
the  effects  of  such  manipulation  on  the  prices  of  commodities  in  the  cash  markets.  The 
anti-manipulation  provisions  of  the  CEA  remain  a  central  part  of  the  CEA  and  serve  to 
re-enforce  the  extensive  reporting,  surveillance  and  speculative  limit  provisions."^ 


'  For  a  more  detailed  discusaioa  of  the  capiul  (taodardi,  tee  Seetita  B.4j  CafitM  StaadftnlL 
'  CEA  {  4d,  17  CFR  1  JO. 
'  n  CFR  1.17. 
'  CEA  H  «>.  4o- 
'  CEA  I  9(a). 

160 


755 


Margin  Requirements:  Exchanges  and  clearinghouses  set  margins,  subject  to 
limited  oversight,  which  guarantee  performance.  Under  Section  8a(9)  of  the  CEA,  the 
CFTC  has  br»iui  emergency  powers  applicable  to  all  futures  contracts  "to  direct  the 
contract  marlcet,  whenever  it  has  reason  to  believe  that  an  emergency  exists,  to  talce  such 
action  as  in  the  OFTCs  judgement  is  necessary  to  maintain  or  restore  orderly  trading  in 
or  liquidation  of  any  futures  contract,  including,  but  not  limited  to,  the  setting  of 
temporary  emergency  margin  levels  on  any  futures  contract..."  The  CFTC  also  has 
plenary  authority  over  options  margin  systems  for  exchange-traded  options  subject  to 
CFTC  jurisdiction. 

In  addition,  the  Futures  Trading  Practices  Act  of  1992  amended  the  CEA  to 
provide,  among  other  things,  the  review  by  the  FED  of  contract  market  rules  establishing 
or  changing  the  levels  of  initial  and  maintenance  margins  for  stock  index  futures 
contracts  or  options  thereon.  The  amendment  requires  filing  of  such  rules  with  the 
Board  and  specifies  that  the  FED  may  request  or  direct  the  contraa  market  to  set 
margin  levels  "appropriate  to  preserve  the  financial  integrity  of  the  contract  market  or  its 
clearing  system  or  to  prevent  systemic  risk."  On  March  22,  1993,  the  Board  delegated  to 
the  CFTC  its  day-to-day  stock  index  margin  authority  under  the  provision  of  the  Act. 
The  FED  has  reserved  the  right  to  exercise  its  authority  in  emergency  circumstances  such 
as  a  market  disruption.  In  relegating  this  authority  to  the  CFTC  the  FED  observed  that 
stock  index  futures  and  margin  levels  should  be  reviewed  in  the  context  of  other 
safeguards,  such  as  fi-equent  mark-to-market  of  positions,  standby  liquidity  arrangements, 
participant  audits,  market  surveillance,  active  risk  management,  and  other  parts  of  the 
overall  risk  control  system  employed  by  the  exchange  and  its  clearing  system. 

When  entering  into  a  futures  transaction  or  selling  an  option,  counterparties  must 
post  an  initial  margin  requirement  with  the  exchange.  At  the  end  of  each  day,  the 
position  must  be  marked  to  market  with  gains  or  losses  added  to  or  subtracted  from  the 
counterparties'  margin  accounts.  The  balance  in  a  margin  account  cannot  fall  below  the 
maintenance  margin,  which  typically  corresponds  to  a  contract's  maximum  allowable 
daily  price  movement.  Should  the  position  fall  below  the  maintenance  margin,  the 
counterparty  must  put  up  additional  collateral  known  as  variation  margin.  On  the  other 
hand,  if  the  position  increases  in  value,  the  counterparty  may  withdraw  the  excess 
margin.  For  traders  that  have  positions  in  a  variety  of  futures  and  cash  instruments, 
margin  can  be  determined  on  a  portfolio  basis. 

Margin  serves  to  prevent  investors  from  entering  into  highly  leveraged  positions 
and  incurring  obligations  which  they  will  be  unable  to  satisfy  in  the  event  of  a  substantial 
market  decline.   Margin  protects  the  capital  of  broker-dealers  and  clearing  firms  by 
reducing  the  risk  that  their  capital  will  be  called  upon  to  satisfy  the  obligations  of  overly- 
leveraged  investors.  Margin  also  serves  to  minimize  systemic  risk  to  the  entire  financial 
system  during  periods  when  markets  are  under  stress  and  when  defaults  by  otherwise 
highly-leveraged  participants  would  pull  liquidity  out  of  the  system  at  a  time  when  it  is 
under  the  most  stress. 

The  CFTCs  margin  review  standard  adheres  to  the  principles  espoused  in  a 
report  issued  by  the  Presidential  Working  Group  on  Financial  Markets  in  1988.  The 
Working  Group  is  comprised  of  the  chairpersons  of  the  FED,  SEC,  CFTC,  and  the 
Secretary  of  the  Treasury. 
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In  the  report,  the  Working  Group  concluded: 

•  Maintenance  margin  levels,  as  opposed  to  initial  margin  levels,  arc  the 
appropriate  levels  to  examine  in  assessing  systemic  risk; 

•  The  crucial  purpose  of  maintenance  or  prudential  margin  levels  is  to  maintain 
Hnancial  integrity  by  protecting  broker-dealers,  FCMs,  and  clearing  corporations 
from  investor  and  trader  default; 

•  Prudential  margin  levels  do  not  have  to  cover  all  possible  price  movements,  but 
instead  the  vast  majority  of  historical  one-day  price  movements; 

•  The  exchaiwp-mandated  njargin  levels  are  minimums  only,  and  financial 
intermediarie|typically  rehire  am  amount  in  excess  of  these  minimums; 

•  The  maintenance  margin,  level  for  carrying  an  individual  stock  should  be 
significantly  higher  than  the  level  for  a  stock  index  futures  contract,  since  an  index 
has  a  smaller  price  variabiHty  and  the  payment  period  for  futures  margins  is 
shorter  than  that  fdr  stocks; 

•  Harmonious  or  consistent  margins  across  cash  and  futures  markets  do  not  imply 
equal  margins,  rather,  futures  margins  are  consistent  with  much  higher  margins  in 
the  cash  market;  and 

•  Mechanisms  other  than  margins  to  enhance  the  stability  of  the  clearance  and 
settlement  systems  should  be  considered  in  an  evaluation  of  protection  to  the 
financial  system. 

Therefore,  the  CFTC  currently  has  nonemergency  margin  authority  only  with 
respect  to  stock  index  futures  and  options  there-on.   See  Table  3  for  details  the  minimum 
maintenance  margin  requirements  for  all  stock  index  futures  contracts  as  of  September 
30,  1993.  For  instance,  the  maintenance  margin  for  the  CME  S&F  500  stock  index 
futures  contract  is  $8,000  per  contract,  which,  according  to  the  CFTC,  has  been  more 
than  enough  to  cover  all  of  the  daily  changes  in  the  value  of  that  contact  of  the  most 
recent  six-month  and  two-year  periods. 

Current  minimum  maintenance  margin  levels  for  all  stock  index  futures  traded  on 
U.S.  exchanges  would  have  covered  at  least  97%  of  changes  in  price  and  contract  value 
over  the  previous  six-month  [jeriod  ending  August  31,  1993.  Thus,  according  to  the 
CFTC,  these  levels  meet  the  criteria  of  covering  "the  vast  majority"  of  historical  one-day 
price  movements  as  asserted  by  the  Working  Group. 

Additional  components  of  a  comprehensive  risk  management  system  are  instituted 
by  four  types  of  entities:  the  clearinghouses,  exchanges,  FCMs,  and  the  CFTC.  Clearing 
houses  in  general  have  established  safeguards  such  as  frequent  marking-to-market  (at 
least  daily,  as  well  as  intraday)  paying  out  as  well  as  collecting  settlement  variation 
margin,  next  day  settlement,  the  ability  to  change  margin  levels  on  short  notice  and  for 
specific  participants  and  customers,  portfolio-  and  cross-margining  systems,  standby 
liquidity  arrangements,  surveillance,  membership  and  capital  requirements,  parent 
guarantees,  excess  margin,  and  pledged  assets.  The  exchanges  have  market  and  financial 
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Tables 


MIMMUMMAPnXN  ANCE  MABCD4S  mQUISED  TO  COVEK 

DACYFUTURES  PRICX  MOVEMENTS  FOR 

PREVIOUS  Sa-AND  TWELVE-MONIVaUODS^' 

ENDING  SEFTTMBES  3*.  Un 


n  ■ 

g             STOCK  INDEX  FLTURE5 
I                         CONTRACT 

MAINTENANCE 
MARGIN  LEVEL* 

SIX-MO^frB  IMPLIED 
EXPOSUHE  LEVEL^ 

TWELVE-MONTHMPI IFD  N 
EXPOSURE  LEVEL         | 

CME  SAP  500  ttidtx 

u.ooo 

100.00% 

100  00% 

CME  SiP  400  IndM 

SI. 400 

99  40« 

9t.94% 

CME  Mijor  Markei  Index 

C.500 

97  67% 

97  24% 

CME  Russell  2000  Indei 

SI.600 

97  29% 

96.36% 

CME  Nikkei  22S  Inden 

$3,000 

97  80% 

97  70%     1 

■       ■ — 
1   CME  FTSE  100  Index 

SJ.500 

N/A 

N/A     1 

NYFE  Composite 

K.500 

100  00% 

99  47%     1 

^5T  '*'  l>^.:^  '''O 

C.400 

97  45% 

97  66% 

KCBT  Viiue  Line  Index 

S3 .000 

100  00% 

99  96% 

KCBT  Mini  Vilue  Line 

SI. 000 

100  00% 

100  00% 

CEl  Eurorop   10 

SI  .TOO 

97  32% 

98  21% 

-'     Except  as  follows:   The  CME  MMI  began  trading  September  7,  1993,  so  CBT 
MM!  data  is  used;  the  CME  Russell  2000  began  February  4,  1993;  the  CME  FTSE 
100  commenced  October  IS,  1992,  but  the  data  set  is  incomplete  for  days  on 
which  there  was  no  open  interest;  the  CBT  Wilshire  250  commenced  January  11, 
1993;  and  the  CEI  Eurotop  100  began  October  26,  1992. 

*'     Maintenance  margin  levels  as  of  October  21,  1993. 

^  T.he  implied  exposure  tolerance  levels  reflect  the  percentage  of  daily 

changes  in  contract  value  that  would  have  been  covered  by  the  minimum 
maintenance  margin  deposit  given  the  actual  one-day  price  changes  over  the 
given  periods.   For  example,  an  exposure  tolerance  level  of  9S  percent  would 
indicate  that  the  current  maintenance  margin  level  would  have  covered  95 
percent  of  historical  daily  changes  in  contract  value.   If  the  balance  in  the 
margin  account  had  equalled  the  minimum  maintenauice  margin,  the  remaining  five 
percent  of  the  daily  changes  in  contract  value  would  not  have  been  covered, 
and  hence  margin  calls  would  have  been  made  to  replenish  the  margin  account  to 
the  initial  margin  level.   If  the  balamce  had  been  between  the  higher  initial 
and  the  maintenance  margins,  margin  calls  may  have  been  made  depending  upon 
the  magnitude  of  the  price  change. 

Source:  CFTC 
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surveillance  programs,  information  sharing  agreements,  membership  requirements,  and 
circuit  breaker  and  price  limit  mechanisms.  FCMs  have  participant  criteria  and  audits 
and  the  ability  to  set  margin  levels  higher  than  the  exchange-mandated  minimum  levels. 
Finally,  the  CFTC  minimum  capital  and  segregation  of  customer  funds  requirements 
provide  additional  financial  safeguards. 

h.  Insorance  Companies 

Insurance  companies  act  as  both  end-users  and  dealers.'"   Insurance  companies 
are  regulated  primarily  at  the  state  level.   Insurance  companies  are  also  subject  to 
product  regulation  by  the  CFTC  and  SEC  when  they  use  exchange-traded  derivatives."' 
The  question  of  the  adequacy  of  regulation  of  insurance  companies  involved  in  derivative 
activities  appears  to  be  an  unresolved  one. 

The  National  Association  of  Insurance  Commissioners  (NAIC)  has  drafted  a 
model  insurance  regulation  which  includes  the  issue  of  derivatives.  Under  the  model 
regulation,  entitled  "NAIC  Draft  Investments  of  Insurers  Model  Act,"  insurers' 
participation  in  derivatives  would  be  limited  to  hedging,  limited  income  generation,  and 
the  sale  of  covered  call  options.'^'  The  draft  model  also  sets  internal  control  procedures 
and  dociunentation  guidelines.  The  proposed  schedule  of  adoption  of  the  Model 
Investment  Law  includes  a  three  month  discussion  period  followed  by  a  three  month 
exposure  period  and  full  adoption  by  the  NAIC  in  September  1994. 

The  draft  Model  states  that  an  insurer  must  be  able  to  demonstrate  the  intended 
risk  management  characteristics  of  each  hedging  program  through  cash-flow  testing  or 
other  appropriate  analysis.   Section  23  of  the  Model  applies  to  life  and  health  insurers 
and  Section  41  applies  to  property  and  casualty  insurers.  The  insurer  may  not  enter  into 
any  hedging  transaction  if,  as  a  result  of  and  after  giving  effert  to  such  transaction,  the 
aggregate  potential  exposure  and  statement  value  of  all  such  transactions  would  exceed 
5%  of  admitted  assets.  The  Model  sets  additional  limitations  on  individual  derivative 
instruments.  The  Model  also  states  that  an  insurer  may  not  enter  into  any  income 
generation  transaction  if,  as  a  result  of  and  after  giving  effea  to  such  transaction,  the 
aggregate  statement  value,  determined  in  accordance  with  Section  8  [Valuation  of 
Investments),  of  all  covered  call  options  then  written  by  an  insurer  in  income  generation 
transactions  would  exceed  1%  of  admitted  assets. 


"*  Two  iuuniKC  coaipuiiet  act  at  dcakii,  lunKly  AIG  *nd  Geacnl  Rt. 

*"  See  Seaka  B^a;  arc  DomtiMS. 

""  See,  the  National  Attociation  of  Iiuurance  CoounijMOoeiv  "NAIC  Draft  InvcamenB  of  loturen  Model  Act,'  SeftioBi  23  aad 
41:  Deiivaiive  Tiaixactioaa,  NAIC  Waihinpoo.  D.C,  September  1993. 
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L  Investment  Companies 

Typically,  institutional  investors  and  investment  companies,  including  mutual 
funds,  use  derivatives  to  hedge  risks.  For  institutional  investors  covered  under  the 
Investment  Company  Act,  namely  investment  companies,  there  exists  restrictions  on 
activities  and  disclosure  requirements.  Section  18  of  the  Investment  Company  Act 
restricts  investment  companies'  ability  to  issue  senior  securities  (debt  or  preferred  stock). 
Investment  in  certain  types  of  securities,  such  as  an  investment  created  by  selling  a  call 
(a  type  of  derivative),  may  create  what  is  considered  a  senior  security  obligation  and 
would  therefore  be  prohibited  if  the  call  position  were  uncovered.  By  sellmg  (writing)  an 
uncovered  call  in  stocks,  for  example,  the  investment  company  would  be  obligated  to 
deliver  stocks  it  does  not  yet  own  to  another  party  at  a  future  date,  therefore  creating  an 
obligation  for  the  investment  company.  If  the  obligation  were  covered  by  the  underlying 
asset  or  other  eligible  asset  placed  in  a  segregated  account,  however,  it  would  not  be 
prohibited.  The  requirement  that  such  positions  be  covered  limits  derivative  activities  of 
investment  companies.  Money  market  funds  are  particularly  limited  in  their  activities 
and  generally  would  not  be  involved  in  derivatives. 

If  an  investment  company  is  to  be  allowed  to  pass  income  to  investors  on  which  it 
does  not  pay  taxes,  a  Section  of  the  IRS  code  limits  investment  companies  from  having 
more  than  30%  of  its  gross  income  generated  from  options,  forwards,  and  futures  held 
for  less  than  3  months.  This  could  also  limit  certain  derivative  activities  of  an  investment 
company.'" 

The  SEC,  under  the  Investment  Company  Act,  also  requires  investment 
companies  to  disclose  the  types  of  securities  in  which  it  invests,  the  instruments  it  uses, 
and  the  risks  associated  with  such  activities.  Therefore,  the  use  of  derivatives  should  be 
discussed  where  appropriate  in  such  disclosures.   Any  material  use  of  derivatives  by  an 
investment  company  should  be  disclosed  under  the  current  disclosure  requirements. 
Investment  Advisors  who  do  not  properly  disclose  such  activities  are  liable  under  the 
anti-fraud  provisions  of  the  securities  laws  for  material  non-disclosure.  Investment 
Advisors  who  are  covered  under  the  Investment  Company  Act  are  also  subject  to 
National  Association  of  Securities  Dealers  (NASD)  regulations  regarding,  among  other 
things,  suitability  and  know-your-customer  rules. 

There  apj>ean  to  be  no  direct  danger  posed  to  banks  by  the  derivative  activities 
of  their  mutual  fund  aftiliates,  as  restrictions  on  transactions  between  affiliates  are  set 
forth  in  Section  17  of  the  Investment  Company  Act  and  in  Sections  23A  and  23B  of  the 
Federal  Reserve  Act 


'  IRS  Cole  |8Sl(bX3). 
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j.  Unregulated  Users  of  Derivatives 

Corporate  end-users  of  derivatives  and  certain  so-called  hedge  funds  are  for  all 
practical  purposes  unregulated  end-users  of  derivatives.   In  addition,  certain  subsidiaries 
of  broker-dealers  and  insurance  companies  that  deal  in  various  derivative  products  are, 
to  a  certain  degree,  unregulated. 

However,  to  the  extent  that  such  entities,  including  speculators,  utilize  exchange- 
traded  derivatives,  they  are  subjert  to  CFTC  and  SEC  speculative  position  limits  or 
position  accountability  requirements  that  are  designed  to  provide  protection  against  price 
manipulation  and  requires  reporting  of  the  positions  of  large  trades  to  facilitate  market 
surveillance.  The  futures  regulatory  framework  also  prevents  access  of  certain  retail 
customers  to  the  OTC  marketplace.   Entities  such  as  corporations,  pension  plans  and 
other  uruegulated  institutional  investors  may  be  required  under  certain  circumstances  to 
report  investment  holdings  to  federal  or  state  regulators. 

The  derivative  dealing  activities  conducted  in  unregistered  (unregistered  with  the 
SEC)  affiliates  of  broker-dealers  are  those  activities  interpreted  by  the  securities  firm  not 
to  be  securities  activities.  The  derivative  activities  typically  considered  by  securities  firms 
jlQl  to  be  securities  artivities  include  the  dealing  of  most  swaps,  primarily  interest  rate 
and  currency  swaps,  and  certain  other  OTC  derivative  instruments.  However,  the  SEC 
does  monitor  the  risks  posed  by  the  activities  of  unregistered  affihates  throu^  its  risk 
assessment  program.  Specifically,  pursuant  to  the  Market  Reform  Act  of  1990,"*  the 
SEC  adopted  risk  assessment  recordkeeping  and  reporting  rules  that  provide  the  SEC 
with  an  overview  of  the  financial  and  securities  activities  of  affiliates  that  are  likely  to 
have  a  material  impact  on  the  broker-dealer's  financial  and  operational  condition.  " 

Regulatory  access  to  information  on  the  derivative  positions  of  unregulated 
insurance  subsidiaries  varies  widely  by  state. 

According  to  the  CFTQ  available  information,  though  incomplete,  on  the  size  of 
regulated  entities'  positions  relative  to  the  size  of  the  derivative  markets  as  a  whole 
suggests  that  derivative  market  activities  of  unregulated  entities  represent  a  small  portion 
of  the  total  OTC  derivative  markets."* 


k.  Other  Regulators 

Certain  self-regulatory  organizations  (SROs)  exist  which  set  rules  regarding 
derivative  activities.   For  example,  the  U.S.  stock  and  futures  exchanges  are  considered 
SROs.  In  addition,  registered  broker-dealers  are  also  required  to  be  members  of  one  or 
more  SROs,  including  the  National  Association  of  Securities  Dealers  (NASD). 

Although  the  International  Swaps  and  Derivatives  Association  (ISDA)  has  resisted 


"  PL  101-432,  104  Sut.  978. 

""  17  CFR  JS240.17h-IT  and  240.17h.Zr.  See  Securilie*  Exchinge  Act  Release  No.  30929  (July  16,  1992),  57  FR  32159. 

°*  Sec  tUo  Questioa  #3  poted  to  the  regulalon  by  Represenuiive  Leach. 
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turning  itself  into  an  SRO,''*  it  works  to  standardize  market  terminology  and 
conventions  and  provides  other  services,  statistical  gathering,  educational  programs,  and 
legislative  services.""  ISDA  recently  adopted  a  code  of  conduct,  covering  all  swaps 
traders  and  end-users,  calling  for  ethical  standards  of  good  faith,  courtesy,  professional 
competence,  confidentiality,  and  prompt  payment'"  In  1987,  ISDA  produced  master 
agreements  for  interest  rate  and  currency  swaps,  together  with  an  accompanying 
definitions  booklet  The  widely  used  master  agreements  provided  an  industry  standard, 
eliminating  the  need  for  negotiations  on  each  swap,  while  still  allowing  the  inclusion  of 
customized  features.  Since  1987,  the  master  agreements  have  been  revised  several  times 
to  accommodate  changes  and  innovations  in  market  practice. 

While  the  IRS  does  not  actually  regulate  market  participants,  IRS  regulations  are 
factors  in  creating  or  eliminating  trading  opportunities.'      The  IRS  has  issued  complex 
sets  of  rules  addressing  the  tax  treatment  of  interest  rate  swaps  (which  it  calls  "notional 
principal  contracts")  and  currency  swaps  (the  Section  988  rules,  pursuant  to  the  Tax 
Reform  Act  of  1986,  which  govern  foreign  exchange  transactions  generally).''' 

The  Financial  Accounting  Standards  Board  (FASB)  has  worked  to  develop  a 
coherent  accounting  framework  for  derivative  financial  instruments."*   FASB's  approach 
is  still  evolving,  but  the  trend  appears  to  be  to  require  greater  disclosure  of  derivative 
positions. 


***  UiHler  VS.  commoditk*  tnd  tccuritict  kwt,  ui  SRO  mutt  meet  numcrout  tutuloiy  and  re|ulatory  requirements. 

"*  Coogrestiooal  Roeucfa  Seivice,  *Derintivc  FuumcUl  Maikets'  Oaober  29, 1993  (9)-943E). 

"'  Shale,  Tony,  "How  ISDA  Got  the  Meaaae.'  Euromonev.  April  1993. 

™  Coogreoiooal  Research  Service,  'Derivative  Financial  Markett'  October  29,  1993  (93-943E). 

'"  See:  Treatment  of  NotionaJ  Principal  contracts  Further  Complicated  by  Pirip.  Ren..  Journal  of  TaxatioiL  v.  76,  March  1992  by 
Daniel  Breeo.  Peter  Coonore,  tni  Bruce  Weinrib;  Foreign  Currcncj-  Transactions  Under  the  Section  988  Regulations,  Taxo,  August 
1992,  by  Marytouise  Dionnc  and  Stephen  Onne. 

*"  Congressional  Research  Service,  'Derivative  Fmaocial  Markets'  October  29, 1993  (93-943E). 
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CAPITAL  STANDARDS'" 

a.  Banks  and  Thrifts 


(1)       Current  Capital  Standards 

Current  capital  requirements  for  derivative  artivities  are  governed  by  the 
standards  of  the  Basle  Accord  that  were  agreed  to  in  1988.  These  risk-based  capital 
standards  have  been  adopted  by  the  regulatory  agencies  and  applied  to:  bank  holding 
companies  and  state  member  banks  regulated  by  the  Federal  Reserve;  national  banks 
regulated  by  the  OCC;  state  non-member  banks  regulated  by  the  FDIC;  and  thrifts 
regulated  by  the  OTS. 

The  existing  capital  adequacy  standards  address  the  credit  risk  associated  with  an 
institution's  on-  and  off-balance  sheet  activities,  including  those  relating  to  derivative 
instruments.  The  risk-based  capital  (RBC)  guidelines  include  an  explicit  capital  charge 
for  the  CTedit  risk  exposure  of  OTC  derivative  products,  which  are  off-balance  activities. 
Foreign  exchange  rate  and  commodity  contracts  with  an  original  maturity  of  14  calendar 
days  or  less  and  interest  rate,  foreign  exchange  rate,  commodity  contracts  traded  on 
exchanges  that  require  daily  payment  of  variation  margin  are  not  covered  by  the  risk- 
based  capital  guidelines. 

For  capital  purposes,  off-balance  sheet  derivatives  are  divided  into  two  broad 
categories:  interest  rate  contracts  and  exchange  rate  contracts.  The  instruments  included 
under  each  category  include: 

Interest  rate  contracts 

•  single  currency  interest  rate  swaps 

•  basis  swaps 

•  forward  rate  agreements 

•  purchased  interest  rate  options  (including  caps,  floors,  and  collars) 

•  and  other  instruments  that  give  rise  to  similar  credit  risk. 

Exchange  rate  contracts 

•  cross-currency  interest  rate  swaps 

•  forward  foreign  exchange  contracts 

•  purchased  currency  options 

•  and  other  instruments  that  give  rise  to  similar  credit  risk 

•  equity-based  and  commodity-linked  swaps  are  also  treated  as 
exchange  rate  contracts. 


'  See  alto  Queslions  #1  and  #2  regaiding  capital  sundards  poted  to  the  regulators  by  Repretcntative  Leach. 
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The  capital  charge  for  these  derivative  instruments  is  determined  by  a  two-step 
process: 

(1)  the  calculation  of  the  "credit  risk  equivalent"  (CR£)  amount  of  the  contract; 

CRE  =  Present  Credit  Exposure  +  Potential  Future  Credit  Exposure,  where: 

Present  Credit  Exposure  (Replacement  Cost)  is  the  mark-to  market 
amount  it  would  cost  the  institution  to  replace  the  contract  if  a 
counterparty  defaulted,  with  negative  values  equal  to  zero.  The  mark-to- 
market  exposure  is  the  present  value  of  the  net  cash  flows  owed  to  the 
institution  by  the  counterparty;  and 

Potential  Future  Credit  Exposure  is  calculated  by  multiplying  the  notional 
amount  of  the  contract  by  a  Credit  Conversion  Factor.  The  potential  risk 
add-on  is  an  additional  buffer  to  account  for  a  possible  increase  in  the 
current  exposure.  It  provides  an  additional  cushion  in  case,  over  the 
remaining  life  of  the  contract,  interest  rates,  or  exchange  rates,  or  the 
relevant  price  index  moves  further  in  a  direction  that  increases  the  current 
value  of  the  contract,  and  hence  the  institutions's  counterparty  credit 
exposure. 

The  Credit  Conversion  Factor  is  determined  by  the  following  chart: 


Remaining 

Interest  Rate 

Foreign  Exch.  Rate 

Maturity 

Contracts 

Contracts 

1  year  or  less 

0.0% 

1.0% 

More  than  1  year 

0.5% 

5.0% 

(2)  the  assignment  of  the  CRE  amount  to  the  proper  risk-weighting  category,  up 
to  50%,  based  on  the  identity  of  the  counterparty  to  the  contract  or  the  nature 
of  the  collateral.  For  example,  transactions  with  banks  would  be  assigned  a 
20%  weight,  while  those  with  nonfinancial  corporate  businesses  would  be 
weighted  at  50%.  The  risk-weighted  amount  is  then  subject  to  the  8% 
risk-based  capital  requirement.   Institutions  must  maintain  a  minimum  capital 
ratio  of  8%  against  on-balance  sheet  assets  and  the  credit  equivalent  amount 
of  off-balance  sheet  items,  including  derivative  instruments. 

Currently,  the  capital  requirements  take  into  account  only  credit  risk  associated 
with  derivatives,  not  interest  rate  risk  or  other  market  risks. 

The  OTS  recently  revised  its  risk-based  capital  rule  to  take  account  of  interest 
rate  risk,  including  the  interest  rate  risk  and  risk  reduction  associated  with  financial 
derivatives.  The  new  rule  is  effective  on  January  1,  1994.  Under  the  revised  rule, 
institutions  with  "above  normal"  levels  of  interest  rate  risk  will  be  subject  to  an  interest 
rate  risk  capital  component  OTS  developed  a  model  to  estimate  the  interest  rate  risk 
exposure  of  savings  associations.  The  results  of  that  model  will  be  used  by  OTS  to 
determine  how  much  capital,  if  any,  an  association  will  be  required  to  hold  for  interest 
rate  risk,  including  interest  rate  risk  associated  with  derivatives. 
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It  is  important  to  note  that  in  addition  to  the  Basle  risk-based  capital  standards, 
the  U.S.  regulators  have  imposed  a  leverage  capital  standard  on  banks  and  thrifts.  As  of 
February  1991,  leverage  capital  is  based  solely  on  a  ratio  of  Tier  1^^*  (or  core)  capital  to 
total  assets.  The  most  highly-rated  banks  in  terms  of  safety  and  soundness  (i.e.,  those 
rated  composite  1  under  the  CAMEL  system"')  that  are  not  anticipating  or  experiencing 
significant  growth  are  required  to  meet  a  minimum  Tier  1  leverage  capital  ratio  of  at 
least  3%.  All  other  hanks  are  required  to  meet  a  minimum  Tier  1  leverage  capital  ratio 
of  at  least  100  to  200  basis  points  above  the  3%  level  -  that  is,  an  absolute  minimum 
leverage  ratio  of  at  least  4%. 

Some  have  suggested  that  the  risk-based  capital  ratio  should  substitute  for  the 
leverage  ratio.   However,  regulators  generally  maintain  that  both  ratios  are  useful.  The 
FDIC  stated  that  a  simpler  leverage  ratio  may  be  preferable  to  the  more  comphcated 
risk-based  standard."' 

In  1989,  the  OTS  adopted  a  15%  tangible  and  a  3%  core  capital  to  total  assets 
leverage  standard.  Currently,  the  OTS  is  finalizing  revisions  to  its  existing  3%  core 
leverage  capital  requirement  for  savings  associations,  so  that  its  minimum  leverage 
capital  standard  will  be  at  least  as  stringent  as  the  revised  leverage  capital  requirement 
that  is  now  applied  to  national  banks. 

In  addition,  Seaion  38  of  the  FDI  Act  as  added  by  Section  131  of  FDICIA 
requires  each  federal  banking  agency  to  implement  prompt  correaivc  action  for  the 
institutions  that  it  regulates  based  primarily  on  capital  standards.  Section  38  requires  the 
federal  banking  agencies  to  specify,  by  regulation,  the  levels  at  which  an  institution  would 
be  within  each  of  five  categories.  The  five  categories  are  defined  as  follows. 


Total 
risk-based 

capital  ratio 

Tier  1 
risk-based 

capital  ratio 

Tier  1 

leverage 

ratio 

Well-Capitalized 

10%  or  more 

6%  or  more 

5%  or  more 

Adequately  Capitalized 

8%  or  more 

4%  or  more 

4%  or  more 

Under-Capitalized 

under  8% 

under  4% 

under  4% 

"*  Tier  1  cipiul  may  be  tbought  of  u  a  dote  approximation  to  pure,  tangible  equity  that  is  available  to  ab«ott)  unexpected  lodea. 
Tier  1  capital  includes  common  stock,  irtained  camingi,  and  perpetual  preferred  stock  and  goodwill  acquired  before  March  1988. 

"'  The  CAMEL  rating  is  a  measure  of  the  relative  soundness  of  a  bank.  The  terra  stands  for  a  compocite  rating  based  on  Capital 
Asset,  NJanageiDent.^mings,  and  Liquidity.   CAMEL  rating  are  calculated  on  a  scale  of  1-5.  and  are  used  by  bank  supervuory 
agencies  to  evaluate  a  bank's  conditions.  A  rating  of  1  is  given  to  banks  with  the  strongest  performance  ratings.   Banks  given  a  4  or  5 
rating  are  placed  oo  the  watch  list  of  banks  in  need  of  supervisory  atuniioa. 

"•  Minority  SufT  Report,  'Bank  and  Thrift  Capital'  House  Banking  Coromittee,  April  1991 

*"  Total  capital  to  risk-weighted  assets;  Tier  1  capital  to  risk-weighted  assets;  and  Tier  1  capital  to  total  asseu. 

169 


765 


Significantly 
Under-Capitalized  under  6%  under  3%  OR         under  3% 

Critically 
Under-Capitalized  has  a  "tangible  equity"""  to  total  asset  ratio  of  2%  or  less. 


(2)       Proposed  Capital  Standards 

(a)  OCC.  FDIC.  and  FED  Proposal  for  Interest  Rate  Risk:  Information  related  to 
interest  rate  risk  (IRR)  exposures  of  derivatives  will  be  disclosed  and  evaluated  under 
proposed  revisions  to  risk-based  capital  standards  in  response  to  Section  305  of  FDICIA. 
The  revisions  propose  new  disclosure  requirements  as  well  as  capital  standards.'*^ 

The  OCC,  FDIC,  and  the  FED  ("the  banking  agencies")  are  working  together  on 
these  proposed  revisions.  The  banking  agencies'  joint  notice  of  proposed  rulemaking  on 
IRR  was  published  in  the  Federal  Register  (58  FR  48206)  for  comment  on  September 
14,  1993.  The  comment  period  ended  on  October  29,  1993.  After  the  comment  period, 
the  banking  agencies  will  issue  the  final  rule.  The  banking  agencies  have  proposed 
implementing  the  reporting  requirements  for  IRR  contained  in  the  rule  effective  with  the 
March  31,  1994  Call  Reports,  and  making  the  revised  capital  requirements  for  IRR 
contained  in  the  rule  effective  on  December  31,  1994. 

Section  305  of  FDICL\  requires  each  banking  agency  to  revise  its  risk-based 
capital  standards  to  ensure  that  those  standards  take  adequate  account  of  IRR.  The 
proposed  rulemaking  would  establish  procedures  for  measuring  banks'  ERR  exposures 
and  determining  the  amount  of  capital  that  may  be  needed.  Interest  rate  risk  would  be 
measured  as  the  change  in  the  net  economic  value  of  a  bank  for  a  specified  change  in 
interest  rates. 

A  bank's  exposure  to  IRR  would  be  measured  either  by  the  bank's  internal  risk 
measurement  system,  if  approved  as  adequate  by  the  regulators  in  the  examination 
process,  or  by  a  basic  supervisory  model.  The  methodology  used  in  the  supervisory 
model  is  similar  to  the  methodology  proposed  by  the  Basle  Committee  to  measure  the 
general  market  risk  in  trading  portfolios. 

The  proposed  rulemaking  solicits  comment  on  two  alternative  methods  for 
determining  the  amount  of  capital  a  bank  may  need  to  account  for  IRR.  One  method 
("Minimum  Capital  Standard"  approach)  would  impose  an  explicit  minimum  capital 
charge  based  on  the  amount  of  measured  IRR  exposure  in  excess  of  a  supervisory 
threshold.  The  other  method  ("Risk  Assessment"  approach)  would  not  introduce  an 
expUcit  minimum  capital  charge  into  the  risk-based  capital  standard,  but  rather  would 
assess  the  need  for  capital  on  a  case-by-case  basis,  considering  both  the  level  of 
measured  exposure  and  qualitative  factors.  These  factors  would  include  a  bank's  IRR 


•"  Tangibk  equity  it  i  newly  denned  lenn  to  be  used  only  for  determining  which  institutiooc  «re  chtic«lly  undercapiulized. 
Tangible  equity  combinet  elemena  of  core  capital  (such  u  common  equity  dpiul)  »»>  cumutative  perpetual  preferred  Mock  miout  all 
inungible  aoea  except  for  limited  amounts  of  purchated  mortgage  servicing  hghtx. 

•"  For  more  detailed  discussion  on  the  proposed  disclosure  requiremenu  for  Section  305,  see  Sectioa  E.6.a^2>  StOicm  30S  d 
PDIOA. 
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management,  internal  controls,  and  the  overall  financial  condition  of  the  bank,  including 
its  earnings  capacity,  capital  base,  and  the  level  of  other  risks  which  may  impair  future 
earnings  or  capital. 

(h\  OCC  Proposed  Rule  on  Collateralized  Transactions:  The  OCC  published  a 
Notice  of  Proposed  Rulemaking  on  Collateralized  Transactions  which  would  amend  the 
risk-based  capital  guidelines  to  lower  the  risk  weight  from  20%  to  0%  for  particular 
transactions  that  are  collateralized  by  cash  or  government  securities.  According  to  the 
OCC,  this  risk-based  treatment  would  more  accurately  reflect  the  minimal  operational 
risk  and  the  near  absence  of  credit  risk  for  certain  transactions.  Although  not 
specifically  listed  as  a  type  of  transaction  covered  by  the  proposed  rule,  the  OCC 
requested  comment  upon,  and  is  considering  including,  collateralized  financial  derivative 
counterparty  exposures  among  the  transactions  that  could  receive  a  0%  risk  weight  The 
OCC  anticipates  working  with  the  Federal  Reserve  and  the  FDIC  to  ensure  a  uniform 
application  of  collateralized  transactions  rules. 

(c)  Basle  Committee  Proposals:   When  the  Basle  Accord  was  reached  in  1988, 
authorities  recognized  its  limitations,  including  the  need  to  develop  capital  standards  for 
market  risks  such  as  interest  rate  and  foreign  exchange  risks.  In  April  1993,  the  Basle 
Committee  on  Banking  Supervision,'**  (the  Committee)  under  the  Chainnanship  of  E. 
Gerald  Corrigan,  former  President  of  the  Federal  Reserve  Bank  of  New  York,  issued  a 
package  of  supervisory  proposals  dealing  with  netting'*'  and  market  risks,'**  together 
with  an  approach  for  the  measurement  of  interest  rate  risk. 

Unlike  the  market  risk  and  netting  proposals,  the  proposals  for  interest  rate  risk 
do  not  involve  capital  charges  because  they  address  only  the  measurement  of  interest 
rate  risk.  Interest  rate  risk  is  a  significant  risk  which  banks  and  their  supervisors  need  to 
monitor  carefully.   Unfortunately,  many  difficult  measurement  problems  are  associated 
with  interest  rate  risk  and  it  was  the  intention  of  the  Basle  Committee  to  develop  a 
measurement  system  rather  than  an  explicit  capital  charge  for  interest  rate  risk.  The 
Basle  Committee  holds  the  view  that  the  existing  capital  requirements  can  be  regarded 
as  providing  adequate  protection  against  interest  rate  risk  exposure  in  most  situations. 
The  measurement  system  is  designed  to  identify  institutions  that  may  be  incurring 
extraordinarily  large  amounts  of  interest  rate  risk.'*^ 

What  follows  is  a  summary  of  the  netting  and  market  risk  proposals  accompanied 
by  a  more  complete  description  of  each.  A  brief  discussion  on  the  proposals  for  interest 
rate  risk  is  also  included.  Comments  on  the  Basle  proposals  are  due  by  December  31, 
1993. 


**'  The  Basle  Conuunec  on  Btnlda|  Supcrvitioa  a  *  Commiltee  of  buikin(  nipeivitory  tutltoritiet  which  wu  c*ublithc<5  by  the 
ctntnl  bank  Govemon  of  the  Group  of  Ten  countries  in  197S.   It  consuls  of  senior  rcpresenutivcs  of  bank  nipervisorjr  tuihoniies  and 
central  banks  from  Belgium,  Canada,  PniKt,  Geimany.  Italy,  Japan.  Lujcembour(,  Netberlaods,  Sweden,  Swiizciland,  United  Kingdom, 
and  the  United  Suiet.   It  usually  meets  at  the  Bank  for  International  Setllemeou  in  Basle. 

"'  Netting  is  an  agreed  offKning  of  pocitions  or  obligations  by  trading  partnen  or  parlidpanls  ia  a  system.  The  itetting  reduces  a 
larger  number  of  individual  poutioas  or  obliptions  to  a  smaller  number  of  pccitioas. 

***  Proposals  for  instituting  specific  capital  charges  to  open  positions  in  foicign  exchange  (Praposal  for  Foreipi  Ecchange  Risk)  aic 
contained  within  the  proposals  for  market  nsk. 

***  Federal  Rescnc  Prca  Release  on  Basle  Committee  on  Banking  Supervision  coosulutive  papers  iBuaaoe,  April  30,  1993. 
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(0  BIS  Proposal  for  a  Change  In  the 
Supervisoiy  Recognition  of  Netting 


Summary 


►  The  Basle  Committee  proposal  contains  text  to  amend  the  Basle  Capital 
Accord'**  in  order  to  recognize  certain  bilateral  netting  arrangements  in  the 
measurement  of  credit  risk  associated  with  certain  classes  of  &iancial  instruments. 

>■         The  Basle  Committee  proposal  defines  the  precise  conditions  under  which  banks 
would  be  permitted  to  net  the  credit  risks  arising  from  trading  in  certain  financial 
instruments  under  the  Basic  Capital  Accord. 

►  The  Basle  Committee  proposal  indicates  preliminary  thinking  as  to  the  conditions 
under  which  multilateral  netting  might  be  recognized  for  capital  measurement 
purposes  at  some  future  date  (See  Appendix  C). 

One  of  the  most  significant  advances  of  the  1988  Capital  Accord  was  its  coverage 
of  the  credit  risks  arising  from  off-balance  sheet  items.   In  November  1990,  the  Bank  for 
International  Settlements  (BIS)  published  the  Lamfalussy  Report  on  interbank  netting 
schemes.  This  Report  recognized  that  netting  arrangements  have  the  potential  to 
improve  both  the  efficiency  and  the  stability  of  interbank  settlements,  by  not  only 
reducing  costs  but  also  credit  and  liquidity  risks,  provided  that  certain  conditions  are 
met.  The  Lamfalussy  Report  concluded  that  some  form  of  bilateral  netting  was  likely  to 
be  legally  effective  in  each  G-10  country. 

The  Basle  Committee  on  Banking  Supervision  agrees  with  the  analysis  in  the 
Lamfalussy  Report.  The  Committee  proposes  that  the  1988  Capital  Accord  should  be 
revised  to  recognize,  in  addition  to  netting,  other  forms  of  bilateral  netting  of  credit 
exposures  to  the  extent  that  such  arrangements  are  effective  under  relevant  laws  and 
comply  with  the  other  minimum  standards  as  set  forth  in  the  Lamfalussy  Report.  The 
minimum  standards  for  netting  schemes  set  out  by  the  Lamfalussy  Report  are  listed  in 
Appendix  D.  The  revisions  would  recognize  bilateral  netting  where  the  appropriate 
national  supervisors  are  mutually  satisfied  that  agreed  minimum  legal  requirements  are 
met. 

The  Committee  recognizes  that  no  single  form  of  netting  arrangement  can  be 
identified  as  appropriate  in  all  jurisdictions.   For  these  reasons,  the  proposals  are 
deliberately  cautious  in  respect  of  their  legal  requirements.  The  Basle  Committee's  role 
was  to  lay  down  minimum  standards  which  national  supervisors  would  apply.   One  such 
standard  would  require  that  a  particular  form  of  netting  contract  be  legally  challenging. 
The  criteria  set  out  in  Appendix  E,  which  clarifies  the  standard,  represent  the  minimum 
legal  requirements  for  internationally-active  banks  to  receive  the  benefit  of  net  treatment 
under  the  Accord. 


"**  In  July  1988,  th«  Basic  Comminee  established  a  common  measurement  system  and  a  minimum  standard  for  the  capital  adequacy 
of  international  banks  in  the  Group  of  Ten  counlnes.  These  amngements.  commonly  referred  to  as  the  Basle  Accoid,  came  into  full 
force  at  the  end  of  1992  and  have  been  adopted  by  numerous  other  countries. 
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The  present  rules  in  the  Accord  permit  a  choice  between  two  methods  of 
calculating  the  credit  exposure  on  forward  obligations.  The  method  used  by  most  major 
banks,  the  current  exposure  method,  is  to  mark  each  instrument  to  market,  sum  the 
values  of  all  instruments  with  positive  values  to  establish  the  current  replacement  cost 
and  add  to  this  an  amount  (an  add-on)  for  f>otential  future  exposure  that  is  based  on  the 
notional  underlying  principal  of  each  contract. 

►  The  Calculation  of  Replacement  Costs  for  Netted  Contracts 

The  replacement  cost  for  those  individual  transaaions  subject  to  each  bilateral 
netting  arrangement  will  be  recorded  for  capital  purposes  on  a  net  basis  to  produce  a 
single  credit  or  debit  position  for  each  counterparty. 

►  The  Calculation  of  Add-Ons  for  Netted  Contracts 

For  netted  transactions,  the  Basle  Committee  favors  retaining  the  Accord's 
present  approach  to  calculating  add-ons  for  potential  future  exposure,  i.e.,  multiplying 
the  total  notional  amount  of  each  transaaion  by  the  appropriate  percentage.  Various 
methods  have  been  considered  for  calculating  add-ons  in  a  bilateral  netting  enviromnent. 
However,  the  Conunittee  has  not  yet  identified  any  evidence  suggesting  that  the  need  for 
add-ons  declines  appreciably  in  such  an  environment. 

The  second  method  of  calculating  the  credit  exposure  on  forward  obligations  is 
the  original  exposure  method.  Under  this  method,  there  is  hq  separate  assessment  of  the 
current  and  potential  future  exposure.  It  is  therefore  not  possible  to  measure  the 
amounts  by  which  aedit  exposures  can  be  netted.  A  large  majority  of  the  Basle 
Committee  feels  this  fact  makes  the  original  exposure  method  inherently  unsuitable  for 
assessing  credit  risk  in  a  netting  environment.   As  a  result,  this  majority  believes  no 
internationally  active  bank  should  be  permitted  to  receive  supervisory  recognition  of 
netting  contracts  if  it  uses  this  method. 

The  FDIC  stated  that  the  recognition  of  bilateral  and  multilateral  netting 
arrangements,  and  the  immediate  reflection  of  these  in  capital  adequacy  standards,  will 
have  the  effect  of  significantly  reducing  the  amount  of  regulatory  capital  without  a  ciear, 
commensurate  decrease  in  credit  risk,  unless  the  legal  uncertainties  have  been 
clarified.'*' 

(li)  BIS  Proposal  for  the  Supervisory  Treatment  of 
Market  Risks 

Summary 

►         The  Basle  Committee  proposal  would  set  forth  a  framework  to  modify  the  Basle 
Accord  by  providing  explicit  capital  charges  for  the  risks  associated  with  price 
changes  in  open  positions.  Until  now,  the  Accord  provided  for  explicit  capital 
charges  only  for  credit  risk. 


*"  Conuiocd  ia  FDICs  answer  to  Question  #9  paced  by  Representative  Leach. 
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►  The  Basle  Committee  proposal  could  result  in  a  higher  or  lower  aggregate  capital 
requirement  for  institutions,  depending  on  the  risk  profile  of  each. 

►  The  Basle  G)mniittee  proposal  is  a  further  step  in  the  direction  of  greater 
convergence  in  supervisory  policies  across  national  boimdaries  and  across  various 
classes  of  financial  instruments. 

The  primary  objective  of  the  Basle  Accord  was  to  establish  minimum  capital 
standards  designed  to  protect  against  credit  risk.  At  the  time,  however,  it  was  recognized 
that  in  due  course  the  capital  adequacy  framework  would  have  to  be  broadened  to  take 
direct  and  explicit  account  of  market  risk.  In  the  intervening  period,  changes  in 
technology,  in  market  practices  and  in  the  nature  of  many  "banking"  activities  have  made 
it  even  more  important  that  the  1988  Accord  be  broadened  to  take  into  account  market 
risk.  The  Basle  Conunittee  proposals  apply  capital  requirements  to  banks  for  the  market 
risks  arising  from  position-taking  in  debt  and  equity  securities  in  the  trading  portfolio 
and  in  foreign  exchange.  The  framework  also  encompasses  positions  in  derivative 
instruments  used  in  each  of  these  three  principal  lines  of  activity.^*' 

The  Basle  Committee  proposals  are  necessarily  more  complex  than  existing 
capital  requirements  and  focus  on  a  somewhat  shorter  time  horizon,  commensurate  with 
the  difference  in  perspective  between  banking  and  trading  activities.  The  Basle 
Committee  favors  capital  requirements  in  preference  to  limits  as  the  appropriate 
instrument  for  international  convergence  in  the  treatment  of  market  risk  because  capital 
requirements  give  banks  added  incentives  to  use  hedging  techniques,  while  ensuring  that 
a  prudent  capital  cushion  remains  available  to  cover  possible  losses.  They  also  enable 
bank  managements  to  retain  flexibility  in  managing  their  risks  by  assessing  the 
risk/reward  profile  and  allocating  capital  accordingly. 

(iii)  BIS  Proposal  on  Interest  Rate  Risk 

The  1988  Basle  Accord,  which  came  into  full  effect  at  the  end  of  1992,  established 
risk-based  minimum  capital  standards  for  internationally  active  banks.  The  original 
Accord  focused  primarily  on  credit  risk,  and  did  not  impose  explicit  capital  charges  tied 
to  other  banking  risks  such  as  those  relating  to  changes  in  interest  rates,  or  to  changes  in 
foreign  exchange  rates. 

Following  adoption  of  the  Accord,  representatives  from  Basle  Committee  member 
countries  have  been  working  to  develop  ways  of  assessing  a  bank's  overall  exposure  to 
changing  interest  rates  and  to  a  variety  of  other  so-called  market  risks.   Part  of  the  April 
1993  Basle  Committee  proposals  includes  a  consultative  paper  on  modifying  the  Accord 
by  providing  explicit  capital  charges  for  market  risks  (see  point  1  of  this  section).  Also 
part  of  the  April  1993  Basle  Committee  proposals  is  a  consultative  paper  on  the 


'^  For  a  deuiled  explanation  of  the  application  o(  the  rrunewort  for  apptyin(  capiul  requiicments  to  nurket  riikt,  refer  to 
Appcadn  F. 

Appeaifix  G  describes  the  BasJe  Committee  fnmework  for  nKasuting  the  risk  of  holding  or  taking  positions  in  debt 
securities  and  equities  in  the  trading  account 
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measurement  of  interest  rate  risks'**  arising  from  the  more  traditional  activities  of  banks, 
primarily  lending  and  deposit  taking.  Because  of  uncertain  maturities  and  uncertain 
sensitivity  to  market  rates  of  many  of  their  assets  and  liabilities,  banks  have  a  hard  time 
with  the  measurement  of  interest  rate  risks.  The  Basle  Committee  proposal  on  interest 
rate  risks  offers  an  approach  to  alleviating  these  measurement  diffioilties.'^" 

Changes  in  interest  rates  may  not  only  affect  an  institution's  current  earnings,  but 
also  its  future  earnings  and  the  economic  value  of  its  capital,  reflecting  changes  in  the 
value  of  the  institution's  financial  instruments.   For  a  bajik  with  liabilities  carrying 
interest  rates  which  change  faster  than  those  on  its  assets,  its  net  present  value  will 
decline  if  interest  rates  rise.   Measuring  that  risk  is  the  focus  of  the  Basle  Committee 
interest  rate  risk  proposals. 

The  Basle  Committee  is  not  proposing  a  common  international  capital  standard 
for  interest  rate  risk.  Rather,  its  efforts  are  being  focused  on  the  development  of  a 
measurement  system  which  supervisors  could  use  for  observation  purposes  and  a  means 
for  identifying  "outliers,"  leaving  each  authority  free  to  decide  how  to  respond  in  the  case 
of  institutions  identified  as  high  risk. 

In  measuring  interest  rate  risk,  there  are  a  number  of  complex  issues  which  could 
merit  different  solutions  depending  on  the  purp>ose  of  the  analysis  and  on  particular 
circumstances.  There  are  difficulties  associated  with  the  treatment  of  items  common  to 
banking  whose  actual  maturities  may  be  uncertain,  or  can  differ  from  their  contractual 
terms.  Examples  include  pre-payable  mortgages  and  instruments  such  as  savings  deposits 
and  demand  deposits  on  which  the  interest  paid  tends  to  be  less  responsive  to  changes  in 
market  interest  rates  and  which  allow  individual  banks  some  discretion  in  the  timing  and 
extent  of  changes  to  the  rates  they  pay.  The  way  in  whicli  these  items  are  treated  is 
crucial  to  the  measurement  of  interest  rate  risk.   However,  there  is  no  consensus  on  a 
standard  approach  or  common  set  of  assumptions  which  could  be  applied  across  all 
classes  of  instruments  and  across  all  countries. 

As  a  first  step  to  alleviate  interest  rate  risk  measurement  difficulties,  the  Basle 
Committee  is  seeking  to  develop  a  consensus  on  a  common  reporting  framework  which 
would  allow  national  supervisory  authorities  to  collect  consistent  information  and  from 
which  various  measures  of  interest  rate  risk  could  be  considered  and  ultimately 
constructed.  The  framework  is  designed  to  facilitate  changes  to  the  measurement  of  risk 
as  a  consensus  emerges  as  to  which  measure  or  measures  are  to  be  preferred."' 

(d)  The  Basle  Committee  Sub-Group  on  Off-Balance  sheet  activities  is  also  reviewing 
the  current  risk-based  treatment  of  derivatives  for  counterparty  risk.  This  review  could 
lead  to  recommended  changes  in  the  factors  used  to  estimate  "potential  future" 
counterparty  risk  for  some  financial  derivatives.  This  work  is  still  under  discussion  by 


*"  Property  defined,  interest  nte  risk  is  the  risk  that  changes  in  market  interest  ntes  might  advcnely  affect  a  bank's  rinancial 
cooditioa. 

"•  "Measurement  (rf  Banks'  Exposure  to  Interest  Rate  Risk."  Consulutive  Proposal  bv  the  Bask  Committee  on  Banking 
Supervision.  Bask,  Switzerland,  April  1993. 

"'Ibid. 
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the  Basle  Committee's  sub-group  and  no  formal  proposal  has  yet  been  made. 

b.  Broker-Dealers*" 

(1)       Current  and  Proposed  Capital  Standards 

Broker-dealers  engaged  in  derivative  activities  involving  securities  are  required  to 
be  registered  with  the  SEC  and  are  subject  to  the  SEC  rules  that  require,  among  other 
things,  broker-dealers  to  maintain  certain  specified  minimum  levels  of  net  capital. 

The  derivative  dealing  activities  which  take  place  in  unregistered  (not  registered 
with  the  SEC)  affiliates  of  securities  firms  are  not  subject  to  the  Net  Capital  Rule. 
Those  derivative  activities  interpreted  by  securities  firms  not  to  be  securities  activities 
are  condurted  in  the  unregistered  affiliates.  These  activities  typically  include  most  swaps, 
primarily  interest  rate  and  currency  swaps,  and  certain  other  OTC  derivative  instruments. 
The  SEC  has  been  informed  by  certain  broker-dealers  that  the  capital  requirements 
necessary  to  conduct  OTC  derivative  activities  in  registered,  vs.  unregistered,  broker- 
dealers  is  one  factor,  among  others,  including  business,  economic,  and  legal 
considerations,  that  has  encouraged  certain  derivative  activities  to  be  conducted  in 
unregistered  affiliates.  This  was  confirmed  in  meetings  Minority  Staff  had  with  market 
participants. 

All  other  derivative  activities  interpreted  by  securities  firms  to  be  securities 
activities  must  be  conducted  in  a  registered  broker-dealer  and  are  subject  to  the  Net 
Capital  Rule.   Activities  typically  considered  by  securities  firms  to  be  securities  activities 
include  exchange-traded  options  on  securities,  exchange-traded  options  on  indices  of 
securities,  exchange-traded  options  on  foreign  currency,  and  OTC  equity  index  options. 

Net  capital  is  defined  as  a  broker-dealer's  net  worth  computed  in  accordance  with 
GAAP,  plus  satisfactory  subordinated  liabilities,  less  assets  not  readily  convertible  into 
cash"^  and  most  unsecured  receivables.  The  broker-dealer  then  subtracts  prescribed 
percentages  (or  haircuts)  fi-om  the  market  value  of  its  securities  and  commodities 
positions  to  account  for  market  and  credit  risk.  The  rule  also  requires  broker-dealers  to 
mark  their  securities  and  commodities  positions  to  market  on  a  daily  basis. 

Although  the  current  capital  rule  contains  treatment  for  derivative  products 
transactions,  much  of  the  rule's  current  structure  was  developed  prior  to  the  recent 
growth  and  development  of  the  OTC  derivative  markets.  The  SEC,  therefore,  is 
considering  different  approaches  to  the  treatment  of  derivative  products  under  the  Net 
Capital  Rule  in  order  to  evaluate  whether  the  Net  Capital  Rule  should  be  modified  in 
light  of  developments  in  the  derivative  markets  generally  and  the  OTC  market  in 
particular.  Therefore,  the  SEC  issued  for  comment  the  SEC  Net  Capital  Concept 


""  See  alto  Question  #2  posed  by  Represenuiive  Leach  regarding  capital  and  Question  #26  regarding  coaunentt  received  on  the 
SHCt  Concept  Release  on  capital 

*"  Asseu  not  readily  convertible  into  cash  include  goodwill,  furniture  and  rmures,  building  prepaid  ezpenies,  and  exchange  seau. 
17CFR  5240.15c3-l(c)(2Xiv). 
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Release  No.  34-32256  dated  May  4,  1993.  The  comment  period  for  the  Concept  release 
has  been  extended  to  December  17,  1993.  One  approach  under  consideration  would 
involve  maintaining  the  current  Net  Capital  Rule.  A  second  approach  would  devise 
capital  requirements  that  comprehensively  address  the  aedit  and  market  risks  posed  by 
derivative  products  so  that  firms  could  conduct  their  derivative  activities  in  registered 
broker-dealers  without  what  they  often  regard  as  undue  capital  constraints.  A  third 
approach,  which  could  be  combined  with  either  of  the  first  two  approaches  or 
implemented  separately,  would  be  to  formulate  separate  capital  guidelines  that  would 
specifically  apply  to  DPCs  that  are  registered  broker-dealers. 

The  current  treatment  of  various  derivative  products  under  the  Net  Capital  Rule 
(Rule  15c3-l  of  the  Securities  Exchange  Act  of  1934)  is  sunmiarized  below,  together  with 
alternative  approaches  presented  in  the  Concept  Release.''* 

The  Current  Net  Capital  Rule  and 
the  Proposed  Net  Capital  Rule  Set  Forth  in  the  Concept  Release 

(a^  Market  Risk: 

(i)  Standardized  Options:  The  net  capital  rule  provides  for  two  different 
capital  treatments  for  standardized  options  positions  held  by  broker-dealers.  The 
first  approach  assumes  that  options  will  be  exercised  or  held  to  expiration. 
Therefore,  capital  charges  are  based  on  the  market  value  of  the  underlying 
security.  The  second  approach  assumes  that  options  will  be  traded  and,  therefore, 
capital  charges  are  based  on  the  market  value  of  the  option  rather  than  the 
underlying  security.  Both  approaches  generally  assess  minimum  charges  for 
uncovered  option  positions  or  recognized  option  strategics. 

The  Concept  Release  proposes  adopting  a  theoretical  pricing  model  system 
developed  by  the  Options  Clearing  Corporation  to  determine  haircuts  for  broker- 
dealers'  standardized  options  positions  under  the  net  capital  rule.  The  proposal 
under  consideration  would  require  broker-dealers  to  take  a  capital  charge  on  a 
portfolio  of  options  on  a  given  underlying  instrument  equal  to  the  difference 
between  the  closing  market  prices  and  the  options'  theoretical  prices  after 
applying  assumed  market  movements  of  the  underlying  instrument  and  after 
netting  theoretical  profits  and  losses  on  those  positions. 

The  Concept  Release  stated  that  because  the  market  risk  of  a  derivative 
product  is  related  to  the  market  risk  of  the  underlying  asset,  the  underlying  asset 
may  be  used  to  offset  the  market  risk  of  the  derivative.  Participants  in  the 
derivative  markets  argue  that  the  appropriate  approach  to  measuring  market  risk 
is  not  to  measure  the  price  sensitivity  of  the  individual  contract,  but  of  the 
portfolio  of  contacts  and  related  assets  and  liabilities  that  a  particular  dealer 
holds. 

The  SEC  recognizes  that  transactions  in  derivative  products  by  firms,  which 


""  The  Coocepl  Rekise  doe*  not  indudc  any  aoaJyu  of  the  sutu  of  pulicuUr  dcrivatiw  amtracu  under  the  federal  tenriiies 

lawL 
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are  dually  registered  as  broker-dealers  and  FCMs,  may  raise  capital  compliance 
issues  that  need  to  be  addressed  in  coordination  with  the  CFTC.  The  CFTC  has 
informed  the  SEC  that  it  is  reviewing  the  continuing  appropriateness  of  its  Rule 
1,19  which  precludes  firms  registered  as  FCMs  from  offering,  underwriting  or 
assuming  financial  responsibility  for  dealing  in  OTC  commodity  options,  except 
for  options  traded  pursuant  to  the  rules  of  a  U.S.  or  foreign  contract  market  (17 
CFR  1.9). 

(ii)  OTC  Options:   Lx)ng  positions  in  OTC  options  generally  are  treated 
conservatively  under  the  net  capital  rule  because  of  the  attendant  credit  risk  and 
their  limited  liquidity.  This  conservative  treatment  requires  broker-dealers  to 
deduct  the  full  time  value  premium"'  of  OTC  options  from  their  net  worth.   In 
addition,  broker-dealers  are  required  to  apply  a  haircut  on  the  option's  intrinsic 
value.   Moreover,  as  a  general  rule,  no  preferential  hedging  or  spread  benefits  are 
allowed  for  long  OTC  options. 

The  Concept  Release  requested  comments  on  whether  a  pricing  model  for 
determining  haircuts,  similar  to  that  being  considered  for  standardized  options, 
could  be  used  for  OTC  options. 

(iii)  Futures  Contracts  and  Options  on  Futures  Contracts:   Capital  charges 
for  futures  contracts  and  options  on  futures  contracts  aie  based  on  the  margin 
requirement  of  the  applicable  commodity  clearing  organization.'^*  If  these 
instruments  are  hedged  by  securities  products,  capital  charges  generally  are 
determined  by  the  net  capital  rule  and  the  interpretations  thereunder.   Most 
trading  in  futures  contracts  and  options  on  futures  contracts,  where  the  underlying 
instrument  is  a  security,  is  governed  by  the  net  capital  rule. 

The  Concept  Release  did  not  propose  any  changes  to  the  capital  treatment 
of  futures  contracts  and  options  on  futures  contracts  under  the  net  capital  rule. 

(iv)  Forward  Contracts:  The  net  capital  rule  assesses  a  capital  charge  on 
forward  contracts  in  currency,  commodities,  and  U.S.  govenunent  securities  equal 
to  the  haircut  applied  to  the  underlying  instrument.'^'   In  addition,  in  order  to 
account  for  the  credit  risk  associated  with  forward  contracts,  the  unrealized  profit 
on  a  particular  forward  position  is  considered  to  be  an  unsecured  receivable  under 
the  net  capital  rule,  and  therefore  is  subject  to  a  100%  capital  charge. 

The  Concept  Release  suggests  an  alternative  capital  charge  for  the  market 


*"  The  liiiM  value  premium  of  u  optioo  is  Ibe  amount  by  which  ihe  option  premium  itself  exceeds  the  opiion's  intrinsic  value.  An 
option's  intrinsic  value  is  equal  to  the  difTerence  between  the  stnke  pnce  and  the  price  of  the  uodcriying. 

*"  If  the  broker  dealer  is  a  member  of  a  self-regula.ory  oi^nization  but  not  a  clearing  member  of  the  commodity  clearing 
corporation  clearing  the  commodity  contract,  it  must  uke  a  haircut  deduction  equal  to  LSO%  of  the  greater  of  Ihe  applicable 
mamtenaocc  margin  requirement  of  the  applicable  board  of  trade  or  the  commodity  clearing  corporation. 

"'  The  general  net  capital  treatment  of  forwards  oa  commodities  (other  than  foreign  currencies  which  receive  a  charge  of  either 
6%  for  major  currencies  or  20%  for  other  currendes)  is  set  fonh  in  Appendix  B  of  Rule  I5c3-1.   Broker-dealers  must  deduct  20%  of 
the  market  value  of  uncovered  forward  contracts  to  account  for  market  ruk.   Broker-dealers  incur  no  market  nsk  deduction  if  the 
forward  is  currently  registered  as  deliverable  on  a  contract  market  and  is  covered  by  an  open  futures  contract  or  by  a  comitKXlity 
options  on  a  physical.    Broker-dealers  incur  a  market  nsk  deduction  of  10%  for  other  forward  contracts  to  purchase  or  sell 
comoKxJities  that  are  covered  by  an  option  futures  contract. 
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risk  related  to  currency  forwards.  The  SEC  feels  that  the  market  risks  related  to 
forward  contracts  for  commodities  and  U.S.  government  securities  are  adequately 
addressed  under  the  existing  net  capital  rule.  The  Securities  Industry  Association 
(SIA)  has  proposed  a  net  capital  treatment  of  currency  forwards  on  which  the 
SEC  seeks  comment  in  its  Concept  Release.  The  proposal  for  market  risk  would 
assess  a  capital  charge  on  the  net  long  or  short  position  of  all  uncovered  currency 
positions.  The  amoimt  of  the  capital  charge  would  depend  upon  to  which  of  three 
categories  the  currency  position  was  assigned.  Category  A'*'  currencies  would 
require  a  charge  of  6%  on  the  uncovered  position.  Category  B'"  currencies 
would  require  an  8%  charge  on  the  uncovered  position.  Category  C^*"  currencies 
would  require  a  charge  of  20%  charge  on  the  uncovered  position.  The  proposal 
would  apply  one  charge  to  any  long  currency  position  ofEset  with  a  short  position 
of  any  other  currency.  The  charge  on  the  matched  position  would  be  equal  to  the 
charge  on  the  currency  in  the  category  with  the  highest  capital  charge  of  the  two 
categories  involved. 

The  Concept  Release  also  requested  comment  on  the  need  to  account  for 
interest  rate  risk  in  currency  forwards.   Interest  rate  risk  in  a  forward  contract  is 
the  risk  that  a  shift  in  the  interest  rate  differential  will  cause  the  value  of  the 
forward  contract  to  change  even  when  there  is  not  change  in  the  spot  rate.  The 
SEC  requested  conunents  on  an  approach  to  address  interest  rate  risk  that  would 
result  in  assigning  currency  forward  positions  to  maturity  bands  and  assessing  a 
capital  charge  for  interest  rate  risk  depending  upon  the  maturity  of  each  specific 
contract 

(v)  Interest  Rate  Swaps:  The  SEC  has  been  told  that  few  swaps  are 
booked  in  a  registered  broker-dealer  because  of  the  treatment  accorded  to  swap 
transactions  by  the  net  capital  rule.  The  first  component  of  the  capital  treatment 
for  interest  rate  swaps  requires  the  current  value  of  the  next  interest  payment  due 
from  the  interest  rate  swap  to  be  considered  an  unsecured  receivable  and  to  be 
deduaed  from  net  worth  in  arriving  at  net  capital.  The  second  component  of  the 
capital  treatment  of  interest  rate  swaps  requires  a  deduction  or  haircut  on  the 
notional  amount  of  the  swap.  The  amount  of  deduction  depends  on  the  maturity 
of  the  swap  and  whether  the  broker-dealer  has  offiset  the  swap. 

The  Concept  Release  presented  two  alternative  approaches  to  the 
treatment  of  interest  rate  swaps  under  the  net  capital  rule.  The  first  approach 
would  calculate  exposure  from  a  large  interest  rate  swap  book  into  a  portfolio  of 
specified  debt  securities  that  are  equivalent,  in  terms  of  interest  rate  sensitivity,  to 
the  swap  payment  flows.  These  derived  securities  would  then  be  treated  under 
the  net  capital  rule  in  the  same  way  as  actual  bond  positions  with  the  same 
characteristics.  The  value  of  the  derived  securities  would  be  calculated  in  terms 
of  the  zero  coupon  bond  equivalent 


"•  Categoiy  A  oirrenoa  «re  the  GenjUB  ouit,  ib«  Briitth  pound,  the  hfmnac  yen.  the  Ctnidiaa  dolUr,  the  Swia  franc,  the 
French  fniK  and  the  European  Currency  Unit 

*"  Caugoiy  B  cuncodc*  aic  the  Italian  lira,  the  Dutch  gilder,  the  Daniih  krener,  the  Swedish  kroocr,  the  Beljian  fnnc,  the 
Nonicpan  kroner,  the  Finaith  mail,  the  Spaniah  pacta,  the  Australian  dollar  and  the  New  Zealand  dollar. 

*"  Catefory  C  cunenctes  are  all  nirrcnciea  that  arc  not  Calefory  A  or  CalcgOfy  B  currcnoci. 
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The  second  approach  in  the  Concept  Release  for  the  treatment  of  interest 
rate  swaps  is  to  assign  the  notional  amount  of  the  swaps  to  the  maturity  bands 
currently  in  use  for  government  securities,  and  apply  a  capital  charge,  ranging 
from  0  •  6%,  depending  on  maturity.  The  capital  charges  of  long  and  short 
positions  in  swaps  could  be  offset  depending  on  the  relative  maturities  of  the  two 
swapys  or  could  be  hedged  with  other  debt  instruments. 

The  Concept  Release  also  asked  for  comment  on  the  following  questions: 
(1)  To  what  extent  does  a  secondary  market  for  interest  rate  swaps  exist?  To 
what  extent  is  it  possible  to  close  out  an  interest  rate  swap?;  and  (2)  To  what 
extent  should  treatment  under  the  net  capital  rule  reflect  the  probability  of 
netting  in  bankruptcy. 

(vi)  Currency  Swaps:   Under  the  net  capital  rule,  currency  swaps  are 
treated  as  two  currency  forwards,  one  long  and  one  short. 

The  Concept  Release  requested  comment  on  the  application  to  currency 
swaps  of  the  proposed  treatment  of  currency  forwards. 

(vii)  Equity  Swaps:   Under  the  net  capital  rule,  broker-dealers  are  required 
to  consider  the  next,  net  payment  amount  as  an  unsecured  receivable,  and, 
therefore,  must  deduct  that  amount  from  net  worth  in  arriving  at  net  capital.  In 
addition,  broker-dealers  are  required  to  take  a  deduction  on  the  notional  amount 
of  the  equity  swap  equal  to  the  haircut  applicable  to  the  underlying  position.  The 
net  capital  rule,  moreover,  does  not  allow  any  beneficial  treatment  for  positions 
deemed  to  offset  the  risk  associated  with  a  long  equity  swap  (i.e.,  when  the 
broker-dealer  is  entitled  to  receive  the  cash  flow  linked  to  a  stock  index  position.) 

The  Concept  Release  invited  comment  on  alternative  methods  of 
determining  a  capital  charge. 


(b)  Credit  Risk 

Unlike  exchange-traded  derivative  products,  OTC  derivatives  involve  credit  risk, 
the  risk  that  the  counterparty  to  the  OTC  contract  will  default.   For  exchange-traded 
contracts,  the  clearing  organization  collects  margin  and  substitutes  the  creditworthiness 
of  a  single  dealer  for  that  of  the  clearing  organization,  which  represents  the  combined 
creditworthiness  of  all  the  clearing  participants.   In  this  context,  the  SEC  did  not  request 
comments  on  the  credit  risk  involving  centrally-cleared,  exchange-traded  transactions. 
Instead,  the  SEC  requested  comment  on  the  appropriate  capital  treatment  to  reflect  the 
credit  risk  in  OTC  derivative  products.  The  amount  of  credit  exposure  at  a  particular 
time  is  commonly  measured  by  the  derivative  product's  replacement  cost,  which  is 
essentially  the  cost  of  entering  into  a  new  agreement  under  current  market  conditions 
with  rate  or  other  price  data  equivalent  to  those  on  the  agreement  being  replaced. 
Historically,  unsecured  credit  extensions  have  not  been  significant  elements  of  a  broker 
dealer's  business  and,  as  a  result,  the  net  capital  rule  treats  very  conservatively  positions 
that  entail  unsecured  credit  risk.   Because  the  unrealized  profit  on  OTC  derivative 
generally  is  considered  to  be  an  unsecured  receivable,  broker-dealers  are  required  to 
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deduct  100%  of  this  amount  from  net  capital.  This  capital  charge  is  assessed  in  addition 
to  any  applicable  capital  charge  for  market  risk. 

The  Concept  Release  issued  for  comment  two  approaches  for  the  determination 
of  capital  charges  on  the  credit  risk  of  derivative  products. 

The  first  is  an  SIA  approach**^  which  recommends  assessing  a  credit  risk  capital 
charge  for  OTC  derivative  consisting  of  two  distinct  charges. 

The  first  charge  would  be  a  basic  credit  charge.  The  basic  charge  would  require 
an  8%  charge  on  the  "credit  equivalent  amount"  multiplied  by  the  "counterparty  faaor" 
for  a  given  counterparty.  The  "credit  equivalent  amount"  is  the  value  obtained  by 
marking-to-market  all  contracts  relating  to  open  trades  plus  1%  of  the  notional  amounts 
of  contracts  with  less  than  one  year  to  maturity  and  5%  of  the  notional  amount  of 
contracts  with  a  maturity  of  greater  than  one  year.    The  value  obtained  by  marking-to- 
market  also  may  be  referred  to  as  "the  deficit."  The  deficit  is  the  current  credit  exposure 
on  an  open  trade.   For  a  long  OTC  option  contract,  the  deficit  is  the  in-the-money 
amount.       For  a  forward  agreement,  the  deficit  is  the  profit  accumulated  on  the 
transaction  since  its  inception.  The  net  deficit  for  a  counterparty  would  be  reduced  by 
any  margin  or  other  deposits  held  by  the  broker-dealer  in  connection  with  such 
transactions  with  the  same  party  and  by  any  margin  calls  issued  by  the  broker-dealer 
outstanding  not  more  than  two  business  days.  The  counterparty  factor  proposed  by  the 
SIA  is  0%  for  Zone  A'*'  central  governments  and  central  banks.  The  counterparty 
factor  is  20%  for  Multilateral  Development  Banks,"*  for  Zone  A  regional  governments, 
and  for  Zone  A  credit  institutions.  The  counterparty  factor  is  50%  for  all  other  entities. 

The  second  charge  is  the  concentration  charge.  The  basic  charge  described  above 
is  meant  to  protect  against  the  risk  that  a  counterparty  fails  to  perform  its  obligation 
under  an  agreement  involving  an  OTC  derivative  contract.  The  concentration  charge  is 
meant  to  discourage  a  firm  from  assuming  a  large  amount  of  credit  risk  with  any  one 
particular  counterparty  or  from  assuming  too  much  overall  credit  risk.  This  charge 
would  require  the  broker-dealer  to  take  a  charge  equal  to  the  sum  of:  (1)  the  amount  by 
which  the  net  deficit  with  one  counterparty  exceeds  10%  of  the  firm's  tentative  net 
capital'"  and  (2)  the  amount  by  which  the  net  deficit  as  to  all  counterparties  exceeds 
25%  of  the  firm's  tentative  net  capital. 


"'  The  SIA  recomtncndcd  u  tpproach  lo  •ddrest  th«  credit  risk  of  cuntncy  forward*  which  could  be  appiicabk  to  all  (lenvaiivcs. 

"*  "In-ihe-Mooey"  refen  to  an  unrealized  [capiul]  gain  pocition.  where  current  martet  price  eiceeda  the  itrike,  or  eierciie 
(purchase)  price  Tte  ojiponte  it  leferred  to  at  "Out-of-lhe-Money.* 

*"  Zone  A  central  govcmmenu  include:  Australia.  Austria,  Belgium,  Canada,  Denmark,  Finland,  FraiKC,  Germany,  Greece, 
Ireland,  Italy,  Japan,  Luxembouif,  Netherlands,  New  Zealand,  Norway,  Portugal,  Saudi  Arabia,  Spain,  Sweden,  Switzerland,  Turtey, 
United  Kingdom,  and  the  United  Suiea. 

***  The  Multilateial  Development  Banks  include  the  European  Investment  Bank,  the  European  Bank  Tor  Constructions  ai>d 
Development,  the  International  Bank  for  Rcconstruclion  and  Development,  the  Iniemational  Finance  Corporation,  the  Inter- 
Anwrican  Developmcni  Bank,  the  African  Development  Bank,  the  Asun  Dcvclopmeni  Bank,  the  Canbbeaa  Development  Bank,  and 
the  Nordic  Dcvdopmcnt  Bank. 

"*  Tenuiive  net  capital  is  equal  to  a  broker-dealer's  net  capiul  before  the  application  of  haircuts. 
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The  second  approach  proposed  by  the  Concept  Release  would  require  the  broker- 
dealer  to  take  a  capital  charge  based  on  some  percentage  of  the  broker-dealer's  total 
exposure  to  all  counterparties.  The  amount  of  the  charge  on  the  particular  exposure 
would  depend  on  the  aedit  rating  of  the  counterparty.  The  charge  would  be  higher  for 
lower  rated  counterparties.  The  underlying  theory  is  that  this  approach  would  account 
for  the  risk  involved  in  entering  into  too  many  transactions  with  lower  rated 
counterparties.  This  approach  could  also  call  for  an  additional  base  amount  of  capital. 

The  Concept  Release  also  invites  comments  on  the  various  issues  regarding 
netting,  such  as  the  uncertainty  related  to  the  legality  of  netting  arrangements  throughout 
the  world.  The  Concept  Release  also  asks  that  if  a  replacement  cost  method  is 
recommended,  how  could  the  capital  rule  be  structured  to  reduce  potential  future  credit 
exposure. 

The  Concept  Release  invited  general  comment  on  the  effect  of  other  risks, 
namely  operational,  liquidity,  leverage,  legal,  £ind  systemic,  on  the  derivative  markets  and 
to  recommend  net  capital,  margin,  clearing,  or  other  approaches  the  SEC  may  take  to 
reduce  these  risks. 

Finally,  the  Concept  Release  asked  for  comment  on  Derivative  Products 
Companies  (DPCs)  which  are  triple  A  rated  subsidiaries  of  broker-dealers  that  provide 
the  parent  with  a  vehicle  for  participating  in  derivative  products  transactions  through  an 
increased  credit  standing.  Assuming  DPCs  are  registered  with  the  SEC  pursuant  to  the 
Exchange  Act  (they  are  currently  unregistered),  the  SEC  invited  commentators  to  discuss 
whether  Rule  15c3-l,  the  net  capital  rule,  should  be  amended  to  recognize  DPCs  as  a 
special  class  of  broker-dealer  with  rules  specific  to  their  business.  If  so,  from  what 
provisions  of  Rule  15c3-l  should  DPCs  be  exempt?  Comments  were  also  solicited  on 
the  impact,  if  any,  of  such  exemptions  on  the  objectives  of  the  Securities  Investor 
Protection  Act  of  1970  (15  USC  78aaa.)  The  SEC  asked  if  the  current  financial 
responsibility  rules  are  believed  to  be  appropriate  for  DPCs,  what  modifications  to  the 
rules  are  necessary  to  insure  that  the  rules  adequately  addresses  the  special  requirements 

of  DPa. 


c  CFTC  Requirements 

To  protect  customers'  funds,  the  CFTC  sets  minimum  net  capital  financial 
requirements  for  all  firms  and  persons  who  handle  customer  funds.       Both  the  CFTC 
and  the  SEC  set  minimum  capital  requirements  for  FCMs  and  broker  dealers  and  set 
requirements  for  the  protection  of  customer  funds  and  property.  The  CFTC's  capital 
rule  defers  to  the  SECs  haircut"'  for  proprietary  positions  in  securities,  to  reflect  the 
market  risk  in  such  positions,  and  to  the  SECs  minimum  capital  requirement  and 
calculation  methodology  if  securities  brokerage  is  a  given  firm's  dominant  line  of 
business.  The  CFTC  currently  does  not  permit  those  it  regulates  to  grant  OTC 


"•  17  CFR  1.17. 

"'  A  liaircut*  is  a  deduction  uken  in  a  finn't  capital  compuution  in  order  to  account  of  specifK  mks  and  uncertainties  and  is 
enumerated  in  regulatory  capiul  rules.  The  intended  regulatory  result  it  that  a  Hrai's  capiul,  after  the  deduction  of  all  required 
haircuts,  will  be  the  amount  of  liquid  capiul  a  flmu  hat  after  a  reserve  has  been  set  aside  of  martel  contingencies. 
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conimodity  options  and  charges  significant  haircuts  for  forward  contract  obligations. 
Clearing  organizations  impose  their  own  capital  requirement  for  clearing  members. 
Margin  requirements  are  also  a  key  financial  proteaion  under  both  regulatory  regimes 
for  derivatives. 

Unlike  banking  regulatory  capital  requirements,  the  capital  requirements  of  the 
CFTC  and  the  SEC  are  so-called  "liquid  capital"  rules.  That  is,  the  CFTC  and  SEC 
capital  rules  are  designed  to  assure  that  assets  can  be  readily  marshalled  and  liquidated 
in  an  emergency  situation  for  the  protection  of  customers  and  other  creditors. 

Like  the  SEC,  the  CFTC  is  exploring  whether  changes  should  be  made  in  its 
minimum  capital  requirements  or  separate  requirements  should  be  adopted  to 
accommodate  certain  types  of  OTC  activity  without  harm  to  the  prudential  protections  in 
place. 


5.         ACCOUNTING  TREATMENT  FOR  FINANCIAL  DERIVATIVES 

Accounting  issues"*  are  important  to  the  financial  derivative  markets. 
Considerable  time  and  effort  on  the  part  of  industry  participants  and  various  associations 
has  been  expended  to  improve  accounting  standards  and  praaices. 

For  example,  the  American  Institute  of  Certified  Public  Accountants  (AICPA)  is 
currently  in  the  process  or  revising  the  Audit  and  Accounting  Guide  for  Brokers  and 
Dealers  in  Securities.^"  In  May  1986,  the  FASB  added  a  project  on  accounting  for 
financial  instruments  to  its  agenda.   Among  the  discussion  memoranda  and  statements 
issued  in  connection  with  the  project,  several  have  notable  relevance  to  derivative 
securities,  particularly  Statement  No.  105,  Disclosure  of  Information  About  Financial 
Instruments  with  Off-Balance  Sheet  Risk  and  Financial  Instruments  with  Concentrations 
of  Credit  Risk  (March  1990),  and  Statement  No.  107,  Disclosures  about  Fair  Value  of 
Financial  Instruments  (December  1991).  These  statements  require  disclosure  of  credit 
risk  and  fair  value  of  derivatives."' 

Historically,  all  accounting  was  cash-based,  with  transactions  recognized  only  when 
cash  was  received  or  paid.  Over  time,  accounting  methods  have  evolved  to  include 
accounting  practices  such  as  accruals-based  accounting  and  market  value-based 
accounting. 

Accruals-based  accounting,  which  matches  revenue  and  expenses  by  allocating 
them  over  time,  can  be  apphed  to  any  derivative  transaction,  but  this  method  provides 
limited  information  about  credit  exposures  to  counterparties.   For  example,  it  reflects  the 
exposure  on  a  swap  only  to  the  next  payment  date,  rather  than  the  full  extent  of  the 


'  Sec  rtspotuct  lo  Question  #1  aad  #7  poced  to  the  reguUlon  by  Represenuiive  Leach. 
'  Source:  Securitie*  tad  Exchanfe  Commioioa. 

'  See  Seeliaa  E&:  Dadoanc  TnMmiM  for  HmboiI  Deriwina  for  further  detaik. 
'  Source:  Group  of  Thirty 
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economic  exposure.  In  addition,  accruals  accounting  has  been  criticized  for  not 
providing  meaningful  information  about  a  dealer  because  it  reports  only  realized  gains 
and  losses.  It  takes  no  account  of  unrealized  gains  and  losses  from  movements  in  market 
rates  between  the  transaction  date  and  the  date  at  which  financial  statements  are  drawn- 
Accruals  accounting,  therefore,  provides  only  a  limited  picture  of  performance. 

Market  value-based  (mark-to-market)  accounting  records  trading  assets  and 
liabilities  at  market  value  in  the  balance  sheet  and  unrealized  gains  and  losses  in  income 
for  the  period.  This  method  provides  more  timely  information  about  the  performance  of 
trading  activities  and  provides  more  meaningful  information  about  the  true  credit 
exposure  to  counterparties  (since  it  reflects  the  amount  at  stake  should  the  counterparty 
fail).  There  are,  however,  a  number  of  practical  difficulties  associated  with  a  mark-to- 
market  accounting  framework,  notably,  no  ready  market  exists  for  many  non-financial 
assets  and  habilities.  Consequently,  valuations  may  be  subjective  and  may  be  expensive 
to  obtain. 

The  Financial  Accounting  Standards  Board  (FASB)  has  issued  two  statements 
addressing  accounting  for  derivative  securities:"^  a.  FASB  Statement  No.  52,  Foreign 
Currency  Translation,  which  addresses  accounting  for  foreign  exchange  forward  contracts 
(including  currency  swaps);  and  b.  FASB  Statement  No.  80,  Accounting  for  Futures 
Contracts,  which  addresses  accounting  for  financial  and  commodity  forward  contracts 
excluding  foreign  exchange  contracts  covered  by  Statement  No.  52. 

Generally  Accepted  Accounting  Principles  (GAAP),  required  for  purposes  of  Y- 
9C  reports  and  annual  reports  dictated  under  Section  112  of  FDICIA,  compel  that 
certain  off-balance  sheet  derivative  instruments  be  marked  to  market  (market  value- 
based  accounting)  unless  the  instruments  meet  certain  specified  hedge  accounting 
criteria."'   If  these  criteria  are  met,  the  gains  or  losses  associated  with  the  instrument 
can  be  deferred  and  realized  on  a  basis  consistent  with  the  income  or  expense  of  the 
item  hedged  (hedge  accounting).  This  hedge  accounting  framework  is  derived  from 
FASB  Statements  52  and  80,  as  described  above.  For  a  transaction  to  qualify  as  a  hedge, 
the  following  criteria  are  usually  applied:"* 

•  The  position  to  be  hedged  and  the  hedging  instrument  are  specifically 
identified  and  the  relationship  between  them  designated;  and 

•  The  hedging  instrument  is  reasonably  expected  to  be  effective  in  reducing 
the  risk  of  loss  from  changes  in  the  value  of  the  hedged  instrument. 

The  effectiveness  of  the  hedge  should  be  monitored  over  time  and  if  it  ceases  to 
be  effective,  hedge  accounting  should  cease.  Thus,  hedge  accounting  is  generally 
permitted  in  conjunction  with  a  risk  reduction  suategy.  If  derivatives  are  used  for  any 
purpose(s)  other  than  to  reduce  risks,  mark-to-market  or  lower-of-cost-or-market 


'  Sources;  SEC  FED,  OCC  «nd  FDIC 


'"  Authoritative  guidance  of  a  general  nature  is  provided  by  the  FASB  for  foreign  cunency  off-baUnce  sheet  instruments  and  for 
futures  contracts.   Hooirver,  FASB  sundards  do  not  eiplicitly  address  many  other  instrMroentt  such  as  interest  rate  swaps  and 
commodity-based  instruments.   Definitive  accounting  standards  for  many  derivatives  have  not  been  issued  by  the  FASB. 

"*  Source:  Group  of  Thirty. 
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(LOCOM)  accounting  is  required.  Regulators  and  other  standard-setting  bodies  need  to 
provide  clearer  guidance  on  defining  when  risk  management  accounting  is  appropriate. 
Industry  sources  have  indicated  that  until  then,  management  will  have  to  use  its  best 
judgment 


a.  FASB  SUtement  No.  52 

Statement  No.  52  requires  hedge  accounting  for  foreign  exchange  contracts  or 
transactions  that  are  intended  to  hedge  identifiable  foreign  currency  commitments  if: 

•  The  foreign  currency  transaction  is  designated  as,  and  is  effective  as,  a 
hedge  of  a  foreign  currency  commitment;  and 

•  The  foreign  currency  commitment  is  firm. 


b.  FASB  Statement  No.  80 

Statement  No.  80  permits  hedge  accounting  if: 

•  The  item  to  be  hedged  exposes  the  enterprise  to  price  or  interest  rate  risk; 

•  The  futures  contract  reduces  that  exposure  and  is  designated  as  a  hedge; 

•  At  the  inception  of  the  hedge  and  throughout  the  hedge  period,  there  is 
high  correlation  between  the  changes  in  the  value  of  the  futures  contract 
and  the  value  of  the  hedged  item; 

•  The  significant  characteristics  and  expected  terms  of  an  anticipated 
transaction  are  identified;  and 

•  It  is  probable  that  the  anticipated  transaction  will  occur. 

Under  Statement  No.  80,  use  of  hedge  accounting  requires  the  enterprise  to 
perform  an  ongoing  assessment  of  the  effectiveness  of  the  hedge  throughout  the  life  of 
the  hedge.  A  significant  difference  between  Statement  No.  52  and  Statement  No.  80  is 
that  No.  52  allows  hedge  accounting  only  for  firm  conunitments.  while  No.  80  allows 
hedge  accounting  for  anticipated  probable  transactions. 

As  mentioned  before,  many  derivative  products  have  developed  for  which  no 
FASB  Statements  have  been  issued.   In  certain  limited  circumstances,  guidance  has  been 
provided  by  the  FASB  through  its  Emerging  Issues  Task  Force  (EITF).  Whether 
accounting  methods  for  derivatives  that  are  not  addressed  either  by  FASB  Statements  or 
an  EITF  issue  consensus  are  acceptable  depends  on  general  accounting  practice,  and 
whether  they  are  consistent  with  basic  accounting  tenets.  Thus  far,  accounting  principles 
applicable  to  derivatives  have  developed  based  largely  on  FASB  Statement  No.  52  and 


185 


781 

Statement  No.  80."* 

6.         DISCLOSURE  TREATMENT  FOR  HNANCIAL  DERIYATTVES 

Disclosure  issues^'*  are  as  important,  if  not  more  important,  than  accounting 
issues.  Flaws  in  the  quality  and  quantity  of  information  relating  to  derivative  products  or 
derivative  activities  can  potentially  lead  to  systemic  problems,  abuse  in  the  markets,  and 
general  destabilization.  Disclosure  is  particularly  imjwrtant  for  the  derivative  markets 
and  the  instruments  contained  within  the  markets  because  they  are  powerful  tools,  poorly 
understood,  and  their  use  is  rapidly  becoming  common  practice  for  financial 
management  and  risk-reduction  strategy  purposes. 

There  is  widespread  concern  that  organizations  currently  disclose  too  little 
information  about  their  derivative  transactions  to  present  a  fair  assessment  of  the  nature 
and  extent  of  their  activities  or  the  risks  to  which  they  are  exposed."'  The  use  of 
derivatives  can  lead  to  risks  and  reward  which  far  exceed  the  amounts  recognized  on 
financial  statements.   For  example,  the  inherent  risk  exposure  in  OTC  transactions  is 
only  recorded  on  the  balance  sheet  at  a  fraction  of  worth,  or  total  exposure  impart  on 
the  firm  using  the  transartioa  The  remainder  of  the  exposure  risk  is  recorded  off- 
balance  sheet  This  type  of  arrangement  represents  a  contingent  asset  or  liability,  the 
amount  of  which  will  depend  on  the  movement  of  the  underlying  financial  instrument; 
interest  rates  for  example.  Although  regulations  in  many  countries  require  footnote 
disclosure  of  capital  commitments  and  contingencies,  regulators  and  industry  participants 
appear  to  provide  too  little  disclosure  about  intrinsic  off-balance  sheet  risks.   ' 

It  is  also  interesting  to  note  that  certain  dealers  with  whom  the  Minority  Staff 
spoke  have  decided  to  disclose  more  than  is  currently  required.  These  dealers  feel  that 
more  disclosure  has  benefited  them  as  the  risks  associated  with  their  derivative  activities 
are  less  than  others  might  imagine  in  the  absence  of  such  disclosures. 

a.  Views  on  Disclosure  from  the  Regulatory  Community 

The  primary  regulatory  financial  statements  for  federally  insured  commercial 
banks  and  savings  banks  are  the  quarterly  Reports  of  Condition  and  Income  (Call 
Reports)  and  the  quarterly  Y-9C  reports,  filed  by  bank  holding  companies  with  the 
Federal  Reserve.'      Both  reports  are  required  to  be  filed  in  a  manner  consistent  with 
GAAP. 


"'  In  March  1992,  the  Ouef  Aaxxintant  of  tbc  SEC  sent  i  letter  to  ETTF  rcprescBtalivei  to  tfTinn  the  SEC't  pocitioa  that  bedfe 
accounting  it  appUcabk  only  to  aamactiOBi  that  reduce  ritk. 

"*  See  respootes  to  QuestkM  #1  poced  to  the  reguUlots  by  Represenutivc  Leach  for  additional  informatioa. 

"'  Sources;  Regulalott,  Group  of  Thirty,  loduttiy  Sources. 

"*  Some  participanis  have  ejtprcsaed  coocen  that  U^  rims  may  be  at  a  disadvantage  relatiw  to  their  foreign  counteipaitt  because 
accounting  and  disdocure  ttaodards  are  kmer  outside  of  the  United  States. 

""  Sources:  Federal  Reserve.  SEC  FDIC.  OCC 
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Call  and  Y-9C  reports,  which  are  available  to  the  public,  disclose  the  notional 
values  of  foreign  exchange  and  interest  rate  derivative  instruments,  including  swaps, 
futures  and  forward  contracts,  option  contracts,  and  similar  contracts  involving 
commodities  and  equities.  Information  on  the  replacement  costs  is  also  collected  in  both 
reports  for  the  purpose  of  calculating  risk-based  capital  requirements. 

In  addition  to  these  financial  statements,  the  Federal  Financial  Institutions 
Examination  Council  (FFIEC)  035  report  collects  information  on  individual  bank  foreign 
exchange  positions  and  is  widely  used  by  examiners  as  a  supervisory  tool.  The  035  report 
is  filed  at  the  end  of  each  month  by  approximately  125  baiiks,  bank  holding  companies 
and  foreign  bank  branches  in  the  U.S.  with  $1  billion  or  more  in  foreign  exchange 
commitments.  The  report  includes  information  on  foreign  exchange  activity  in  the  six 
major  currencies""  or  currencies  with  has  a  p>osition  greater  than  $50  million. 

The  existing  reporting  framework  is  supplemented  by  information  gained  through 
the  regulatory  examination  process.   However,  the  growing  complexity  of  the  derivative 
markets  have  caused  regulators  to  re-examine  their  informational  needs."^  A  number  of 
enhancements  and  initiatives  are  being  considered,  as  follows. 


(1)       Section  112  of  FDICIA 

Beginning  in  1994,  reports  filed  pursuant  to  the  mandate  of  Section  112  of 
FDICIA  will  provide  additional  insight  into  the  derivative  activities  of  banks  and  bank 
holding  companies.   Under  Section  1 12,  insured  banks  with  total  consolidated  assets  of 
$500  million  or  more  will  have  to  submit  to  the  appropriate  banking  agency  annual 
reports  containing  audited  financial  statements  prepared  in  accordance  with  GAAP; 
alternatively,  consolidated  financial  statements  can  be  filed  by  the  bank  holding 
company.  These  publicly  available  annual  reports  will  provide  additional  information  on 
bank  and  bank  holding  company  derivative  positions. 

As  part  of  the  above  audited  financial  statements,  banks  and  bank  holding 
companies  will  be  required  to  disclose  additional  information  on  their  off-balance  sheet 
financial  instruments  that  have  a  risk  of  accounting  loss.'*^  The  information  to  be 
disclosed  includes: 

(a)  The  face,  contract,  or  notional  principal  amount; 

(b)  The  natiu-e  and  terms  of  the  instruments  along  with  a  discussion  of  their 


"*  Japanete  yea,  Swia  fntnc,  Deutsche  nurk,  British  pound,  Au(tt*li<o  doOar,  and  Canadian  dollar. 

"'  In  particular,  breaking  down  touires  of  income  for  banks  and  securities  nmu  and  matching  income  sources  with  difTerent 
activities  and  Tmancial  instruments  is  a  high  priority  for  regulators.  There  are  initiatives  currently  in  place  to  require  determination  of 
and  reporting  of  revenue  for  finanaal  entities  according  to  the  precise  source  of  such  revenue. 

'^  According  to  GAAP,  the  risk  of  accounting  Iocs  from  a  Tmancial  instrument  includes  (a)  the  pouibility  that  a  lots  may  occur 
from  the  failure  of  another  party  to  perform  according  to  the  terms  of  a  coainct  (credit  risk),  (b)  the  pooibility  that  future  change*  in 
iiurtet  prices  may  make  a  financial  instrument  less  valuable  or  more  onerous  (market  risk),  and  (c)  the  risk  of  theft  or  physical  loss. 
Institutions  arc  only  required  to  disckxe  the  information  noted  here  for  the  nsk  of  accounting  loss  that  arises  from  credit  risk  and 
market  risk. 
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credit  and  market  risk,  cash  requirements,  and  related  accounting  policies; 

(c)  The  accounting  loss  the  entity  would  incur  if  any  party  to  the  financial 
instrument  defaults  and  the  collateral  or  other  security,  if  any,  for  the 
amount  due  proved  to  be  of  no  value  to  the  entity;  and 

(d)  The  entity's  policy  for  requiring  collateral  or  other  security  on  financial 
instruments  it  accepts  and  a  description  of  collateral  on  instruments 
presently  held. 

In  addition,  banking  organizations  will  disclose  information  about  significant 
concentrations  of  credit  risk  from  individual  counterparties  or  groups  of  counterparties 
for  all  financial  instruments,  including  derivatives.  Furthermore,  banking  organizations 
will  be  required  to  disclose  the  fair  value  of  financial  instruments,  including  derivatives, 
for  which  it  is  practicable  to  estimate  fair  value.  When  estimating  fair  value  is  not 
practicable,  then  the  banks  must  disclose  descriptive  information  pertinent  to  estimating 
the  value  of  these  instruments. 

Finally,  under  Section  112  of  FDICIA,  the  federal  banking  agendes  were  given 
the  authority  to  require  that  the  audited  annual  reports  of  banking  institutions  include 
any  disclosures,  in  addition  to  those  required  by  GAAP,  that  were  deemed  necessary. 
The  agencies  are  actively  exploring  whether  additional  disclosures  should  be  required  on 
derivative  activities  in  these  reports. 


(2)       Section  305  of  FDICIA 

On  September  14,  1993,  the  federal  banking  agencies  issued  for  public  comment  a 
Notice  of  Proposed  Rulemaking  on  interest  rate  risk  in  response  to  Section  305  of 
FDICIA,'"  The  agencies  are  proposing  that  an  interest  rate  risk  schedule  be 
incorporated  into  the  current  Call  Reports.  The  proposal  envisions  that  there  would  be 
revisions  to  the  Call  Report  to  permit  the  agencies  to  collect  the  information  necessary 
to  monitor  the  level  of  interest  rate  risk  and  assess  the  need  for  additional  capital  at 
banks  that  may  have  significant  exposures  to  interest  rate  risk. 

The  proposed  interest  rate  risk  schedule  would  require  additional  reporting  of  off- 
balance  sheet  positions  which  would  be  distributed  among  seven  ranges  or  time  banks 
and  segregated  into  three  categories.  The  three  categories  would  be:  those  positions 
representing  firm  commitments  (e.g.,  swaps,  futures  and  forward-rate  agreements);  those 
positions  exhibiting  option  characteristics  (e.g.,  options,  caps,  floors  and  swaptions);  and 
those  commitments  or  derivative  instruments  whose  value  dep)ends  on  the  value  of  an 
underlying  asset  or  index  with  amortizing  characteristics.  Specifically,  off-balance  sheet 
instruments  would  be  reported  in  a  manner  which  reflects  their  impact  on  the 
institution's  overall  interest  rate  risk  portfolio.  The  proposal  also  advances  a  specific 
treatment  for  assessing  the  interest  rate  risk  of  derivative  activities  in  the  context  of  the 
overall  interest  rate  risk  of  a  bank. 


'  See  58  Federal  Rectter  48206.  The  canmenC  period  en^ed  on  October  29,  1993. 
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As  proposed,  institutions  with  a  notional  value  of  off-balance  sheet  interest  rate 
contracts  amounting  to  more  than  10%  of  total  assets  would  be  required  to  report 
additional  data  on  their  derivative  positions  to  enable  supervisory  assessment  of  the 
interest  rate  exposure  of  the  positions  and  their  contribution  to  the  overall  risk  profile  of 
the  institution.  The  proposal  also  offers  institutions  an  alternative  approach  by  which  to 
evaluate  their  interest  rate  risk,  including  risk  related  to  derivative  activities,  that  would 
allow  such  institutions  to  report  the  change  in  value  of  their  assets,  liabilities  and  off- 
balance  sheet  contracts  under  a  specified  interest  rate  scenario  using  the  institution's  own 
internal  models.   Such  estimates,  including  the  underlying  assumptions  used,  would  be 
subject  to  examiner  review  for  acceptability  prior  to  their  use  for  capital  adequacy 
purposes. 


(3)  Section  308  of  FDICIA 

Effective  December  19,  1992,  Regulation  F  implemented  Section  308  of  FDICIA, 
which  required  the  Federal  Reserve  to  prescribe  standards  to  limit  the  exposure  of 
insured  depository  institutions  to  other  depository  institutions.   As  implemented. 
Regulation  F  requires  banks,  savings  associations,  and  branches  of  foreign  banks  with 
deposits  insured  by  the  FDIC  to  develop  and  implement  internal  prudential  policies  and 
procedures  for  evaluating  and  controlling  credit  exposure  to  depository  institutions  with 
which  they  do  business.   Regulation  F  is  being  enforced  through  the  examination  process. 

(4)  FFIEC  Proposal  on  Implementing  Section  121  of  FDICIA 

Section  121  of  FDICIA  requires  the  federal  banking  and  thrift  agencies  to  develop 
supplemental  standards  for  disclosure  of  the  fair  market  values  of  assets  and  liabilities  of 
insured  depository  institutions.   In  April  1993,  the  agencies  issued  a  proposal  that  would 
require  institutions  with  total  assets  of  $500  million  or  more  to  disclose  the  fair  values 
(i.e.,  estimated  market  values)  of  their  assets,  liabilities,  and  off-balance  sheet  financial 
instruments  in  their  audited  annual  reports.  The  FFIEC  also  released  a  proposal 
requesting  comment  on  the  feasibility  of  providing  fair-value  disclosures  in  bank  Call 
Reports,  perhaps  using  a  condensed  format.  The  agencies  are  currently  reviewing  the 
comments  that  the  FFIEC  received  on  this  proposal. 


(5)       Financial  Accounting  Standards  Board  Interpretation  No.  39 

The  federal  banking  agencies  are  considering  adopting  FASB  Interpretation  No. 
39,  Offsetting  of  Amounts  Related  to  Certain  Contracts,  solely  for  balance  sheet  items 
arising  from  off-balance  sheet  derivative  instruments.   Adoption  of  FASB  No.  39,  which 
takes  effect  for  financial  statements  issued  for  periods  begirming  after  December  15, 
1993,  would  improve  the  reporting  of  certain  credit  exposures  arising  from  derivatives  in 
bank  Call  Reports  by  clarifying  the  potential  for  inappropriate  accounting  netting 
practices.   In  addition,  FASB  No.  39  would  permit  entities  to  offset  fair  value  amounts 
recognized  for  derivative  contracts  executed  with  the  same  counterparty  under  a  master 
netting  arrangement.   If  approved,  the  reporting  guidance  consistent  with  FASB  No.  39 
would  become  effective  beginning  with  1994  Call  Reports. 
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b.  Customer  Disclosure  Rules 

Suitability  requirements  have  been  put  in  place,  and  will  continue  to  be  revised  to 
ensiu-e  that  derivative  transactions  entered  into  t^  various  market  participants  are  indeed 
suitable  given  their  investment  objectives  and  financial  goals. 

In  addition  to  suitability  requirements,  broker-dealers  are  required,  pursuant  to 
Rule  9b-l  under  the  Exchange  Art*'*  and  Form  S-20  under  the  Securities  Art  of  1933,"* 
to  provide  options  customers  with  a  risk  disclosure  document  containing  information 
describing  the  mechanics  and  risks  of  options  trading,  transaction  costs,  margin 
requirements,  and  the  tax  consequences  of  margin  trading. 

c.  Views  on  Disclosure  fhim  Market  Participants 

Harmonization  of  international  accounting  standards  is  one  of  the  issues  most 
cited  by  industry  sources  regarding  disclosure  in  the  financial  derivative  markets. 
Broader  consistency  in  the  area  will  clarify  many  of  the  current  concerns  surrounding  this 
issue.   Until  then,  however,  industry  sources"*  have  outlined  several  voluntary  disclosure 
measures  which  would  apply  to  all  categories  of  financial  instruments,  including 
derivatives."'  Such  suggested  measures  are  outlined  below. 

(1)  Qualitative  Information  Should  be  Disclosed  in  the  Management  Discussion  and 
Analysis  (MD&A)  of  the  Annual  Report  by  Dealers  and  End-Users.  Information 
Should  Include: 

•  Details  on  management's  attitude  to  all  types  of  financial  risk; 

•  The  purposes  for  which  financial  instruments  are  used  and  the  extent  of 
proprietary  trading,  including  speculation.   Recommendation  #4  of  the 
Group  of  Thirty  Report,  Identifying  Revenue  Sources,  would  isolate 
sources  of  revenue  and  allow  dealers  to  develop  a  more  refined 
understanding  of  the  risks  and  returns  of  derivative  artivities.  The  G30 
Survey  indicates  that  few  dealers  currently  identify  individual  sources  of 
revenue.  The  G30  Report  suggests  that  this  should  become  a  more 
common  prartice,  and  regulators  and  analysts  concur;  and 

•  Details  on  how  risks  are  monitored  and  controlled  and,  for  dealers, 
information  about  market  risk  and  the  adequacy  of  capital  resources  to 
support  the  level  of  artivity. 


"•17  CF.R.  {  240.9b-l. 

"•  17  CF.R.  {  23920 

"•  Group  of  Thirty.  Derivatives:  Practices  am)  Principles.  Washington,  D.C,  July  1993. 

"'  Many  of  the  followiag  disclosures  already  appear  in  the  financial  statements  of  market  participants,  but  veiy  few  make  all  the 
suggested  disclosures. 
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(2)       Accounting  Policies  and  Quantitative  Information  to  be  Disclosed  in  the 

Footnotes  to  the  Financial  Statements  by  Dealers  and  End-Users  Should  Include 
the  following  Information: 

•  Detailed  descriptions  of  accounting  policies  used  to  account  for  financial 
instruments; 

•  Analysis  of  the  size  of  |X)sitions  in  financial  instruments  both  on  and  off 
the  balance  sheet.  For  those  financial  instruments  not  recognized  in  the 
financial  statements  at  market  value,  the  market  value  should  be  disclosed; 
and 

•  Analysis  of  the  credit  risk  inherent  in  the  positions.  Disclosure  of  this 
information  should  contain: 

(a)  The  amount  that  best  represents  the  organization's  current  credit 
risk  exposure; 

(b)  The  organization's  policy  with  respect  to  obtaining  collateral;  and 

(c)  Details  on  significant  concentrations  of  aedit  risk. 


(3)       Additional  Disclosure  in  the  Footnotes  of  Dealers  Should  Include  the  Following 
Information: 

•  Details  on  regulatory  capital.   For  example,  the  amount  of  regulatory  risk 
capital  equivalent  to  each  category  of  financial  assets;  and 

•  Analysis  of  revenue  relating  to  financial  instruments  in  sufficient  detail  to 
enable  an  understanding  of  the  extent  of  the  organization's  activities.   For 
a  major  dealer,  trading  revenue  must  be  broken  down  into  separate 
categories  (e.g.,  from  swaps,  from  debt  instruments,  from  foreign  exchange, 
fi-om  equities  etc.). 

The  above  proposed  disclosures  do  not  include  a  quantitative  disclosure  on  the 
level  of  market  risk.   Recommendations  on  this  topic  were  obtained  from  the 
regulators,"'  and  are  outlined  below. 


d.  Disclosure  for  Market  Risk 

Enhanced  levels  of  disclosure"'  are  desired  by  market  participants,  as  they  are 
reluctant  to  accept  counterparties  that  do  not  provide  a  meaningful  and  representative 
measure  of,  and  sufficient  information  regarding  their  creditworthiness.  However,  there 
are  a  number  of  considerations  which  present  significant  challenges  to  disclosing 


"*  Principally  Iht  Federal  Reserve  Boud  and  the  Securities  and  Exchange  Commiaioo.  Also  see  responses  to  Question  #lc  posed 
to  the  rcgulaton  by  Representative  Leach. 

"'  Traditionally,  GAAP  has  not  tcquired  disclosure  of  infonnalioa  that  would  faciliute  evaluation  of  market  risk  exposure. 
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exposures  to  market  risk.  One  reason  for  this  is  the  potential  burden  that  such 
disclosure  might  entail.^'°  Institutions  may  also  have  reservations  about  representing 
disclosure  of  market  risk  as  the  "appropriate  level  of  risk"  because  such  information  may 
have  shortcomings  and  reflect  many  assumptions  made  in  the  interest  of  minimizing 
regulatory  burden. 

Nevertheless,  di£6culties  associated  with  disclosure  of  market  risk  are  not 
insurmountable,  and  the  regulatory  bodies  generally  believe  that  greater  efforts  need  to 
be  directed  toward  this  aspect  of  financial  disclosure.  The  FED  noted  that  in  particular, 
methods  for  reporting  meaningful  assessments  of  "value-at-risk"  need  to  be  fully 
explored.   In  addition,  the  FED  has  encouraged  institutions  to  disclose  both  qualitative 
and  quantitative  measures  of  market  risk,  and  believes  that  more  institutions  will 
increase  their  disclosures  as  consensus  builds  regarding  this  issue. 

As  one  measure,  FASB  recently  released  Statement  No.  107,  Disclosures  about 
Fair  Value  of  Financial  Instruments  (December  1991),  requiring  enterprises  to  disclose 
the  fair  value  of  all  financial  instruments  whether  on-  or  off-balance  sheet  Although 
FASB  107  does  not  require  disclosure  of  the  nature  and  terms  of  derivatives  or  other 
financial  instruments,  the  fair  value  disclosures  that  are  required  provide  an  indication 
that  the  enterprise  is  exposed  to  market  risk. 

SEC  regulations  applicable  to  financial  reporting  exceed  requirements  under 
GAAP  by  requiring  disclosure  of  information  that  is  indicative  of  a  registrant's  market 
risk  exposure  from  on-balance  sheet  items.^*^  For  example.  Article  S  of  Regulation  S- 
X"^  requires  disclosure  of  the  general  character  of  each  type  of  short-  and  long-term 
debt  instrument,  including  interest  rate  and  maturity  date.  Industry  Guide  3,"  which 
identifies  certain  statistical  information  that  must  be  disclosed  by  financial  institutions, 
requires  disclosure  of  average  balances  of  each  major  category  of  interest-bearing  asset 
and  liability,  including  disclosure  of  average  and  year-end  yields  on  each  major  class  of 
interest-bearing  asset  and  liability.  The  information  required  by  Regulation  S-X  and 
Industry  Guide  3  provides  insight  into  the  market  risk  to  which  a  registrant  is  exposed 
through  its  major  on-balance  sheet  lending  and  investing  activities. 

Additionally,  Item  303  of  Regulation  S-K,"*  Management's  Discussion  and 
Analvsis  of  Financial  Condition  and  Results  of  Operations  (MD&A),  requires  registrants 
to  discuss  information  about  liquidity,  capital  resources,  and  results  of  operations  that  the 
registrant  believes  is  necessary  to  an  understanding  of  its  financial  condition,  cash  flows, 
and  results  of  operations.  This  very  broad  requirement  is  intended  to  elicit  disclosure 
about  transactions  or  other  factors  which  are  not  required  by  GAAP.  Sjiecifically,  Item 


"*  Particultrly  for  banking  or  other  ruiucul  iiutituiioiu  dut  make  little  or  no  use  of  denvttive  instruroeots.  The  FED  suied  that 
care  it  being  taken  to  encure  ihai  any  reporting  change*  are  appropriately  latfcled  and  do  not  cause  undue  reporting  burdens.   On  the 
other  hand,  the  FEO  noted  that  nnancial  institutions  with  a  notiooal  value  of  derivative  coatractt  in  excess  of  10%  of  assets  would  be 
required  to  report  expanded  data  to  enhance  the  supervisory  assestmeol  of  market  risk. 

"'  SouRx:  SEC  responses. 

""  17  CF.R.  I  229.2105. 

~  Regubtioa  S-K,  Items  801  and  802.   17  CF.R.  H  229J01  and  229«a. 

"•  17  CF.R.  I  229J03. 
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303(a)(3)(ii)  requires  registrants  to  "describe  any  known  trends  or  uncertainties  that  have 
had  or  that  the  registrant  reasonably  expects  will  have  a  material  favorable  or 
unfavorable  impact  on  net  sales  or  revenues  or  income  from  continuing  operations." 
This  provision  would  require  a  registrant  to  disclose  the  existence  of  derivatives  that  are 
reasonably  expected  to  have  a  material  impact  on  future  income. 


7.         TAX  ISSUES 

Concerns  have  been  raised  that  certain  tax  laws  and  regulations  disadvantage  the 
use  of  derivatives  in  risk  management  strategies.  Tax  impediments  include  the 
inconsistent  or  uncertain  tax  treatment  of  gains  and  losses  on  the  derivatives,  in 
comparison  with  the  gains  and  losses  that  arise  from  the  risks  being  managed. 

Under  the  tax  code,  capital  gains  or  losses  arise  from  the  sale  or  exchange  of 
property  which  is  a  capital  asset.   In  1988,  the  Supreme  Court  in  Arkansas  Best  advanced 
a  literalist  interpretation  of  the  definition  of  capital  asset,  thereby  narrowing  the 
exceptions  to  that  definition  so  that  many  transactions  in  derivatives  would  be  viewed  as 
giving  rise  to  capital  gains  or  losses  rather  than  ordinary  income.  This  decision  created 
significant  concern  and  uncertainty  in  the  financial  markets  over  the  tax  treatment  of 
hedging  transactions.  Prior  to  that  case,  taxpayers  had  assumed,  relying  in  part  on  a 
earlier  Supreme  Court  case,  Com  Products,  that  financial  instruments  used  to  hedge 
business  risks  would  receive  ordinary  tax  treatment  if  they  had  been  purchased  for  a 
business  purpose,  while  Arkansas  Best  seemed  to  suggest  that  many  hedging  transactions 
would  give  rise  to  capital  losses  that  could  not  be  offset  against  ordinary  income.  In 
other  words,  a  taxpayer  could  be  liable  for  taxes  on  a  transaction  that  generates  no  net 
income.  The  CFTC  supports  addressing  the  uncertainty  engendered  by  the  IRS's 
interpretation  of  the  Arkansas  Best  case. 

The  recent  Tax  Court  decision  in  FNMA  v.  Commissioner  has  provided  some 
comfort  to  the  financial  markets  by  interpreting  Arkansas  Best  to  permit  the  statutory 
exceptions  to  the  definition  of  capital  asset  to  be  construed  liberally.  The  Tax  Court 
further  concluded  that  even  property  that  does  not  fall  within  any  of  the  statutory 
exceptions  should  receive  ordinary  tax  treatment  if  it  is  "integrally  related"  to  the 
underlying  property  which  is  excluded. 

The  decision  in  FNMA  has  not  resolved  all  of  the  uncertainty,  however,  and 
legislative  or  administrative  action  may  be  appropriate.  Absent  such  action,  for 
instruments  or  transactions  about  which  the  tax  law  is  unclear,  taxpayers  are  in  the 
position  of  taking  a  gamble  as  to  the  ultimate  tax  treatment.  Further,  where  ordinary 
income  treatment  is  not  available,  the  benefits  of  hedging  as  a  risk-reducing  tool  are 
deCTeased. 
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F.         SUPERVISORY  PROPOSALS  FOR  FINANCIAL  DERIVATIVKS 

Various  proposals  relating  to  financial  derivatives  have  been  introduced  for 
comment  Each  of  these  proposals  has  been  discussed  in  other  sections  of  this  report, 
and  consequently,  a  summary  of  each  proposal  is  set  forth  below.  References  are  made 
to  other  sections  of  this  report  where  the  proposals  are  explained  in  greater  detail. 


1.         BASLE  COMMITTEE  ON  BANKING  SUPERVISION  SUPERVISORY 
PROPOSALS  ON  NETTING  AND  MARKET  RISKS,  AND  ON  THE 
MEASUREMENT  OF  INTEREST  RATE  RISKS 


In  April  1993,  the  Basle  Committee  on  Banking  Supervision,'*^  (the  Committee) 
under  the  Chairmanship  of  E.  Gerald  Corrigan,  former  President  of  the  Federal  Reserve 
Bank  of  New  York,  issued  a  package  of  supervisory  proposals  dealing  with  netting^'*  and 
market  risks,'"  together  with  an  approach  for  the  measurement  of  interest  rate  risk."' 


2.    BANKING  AGENCY  PROPOSALS 

The  banking  agencies  have  issued  various  proposals  regarding  capital,  accounting, 
and  disclosure  relating  to  derivatives. 


a.  Section  112  ofFDICLA  and  related  Disclosures 

Beginning  in  1994,  re[>orts  filed  pursuant  to  the  mandate  of  Section  1 12  of 
FDICIA  will  provide  additional  insight  into  the  derivative  activities  of  banks  and  bank 
holding  companies.  Certain  insured  banks  will  have  to  submit  to  the  banking  agencies 
annual  report  containing  audited  financial  statements  prepared  in  accordance  with 
GAAP;  alternatively,  consolidated  financial  statements  can  be  filed  by  the  bank  holding 
company  under  certain  conditions."'   Banks  and  bank  holding  companies  will  be 
required  to  disclose  additional  information  on  their  off-balance  sheet  financial 
instruments  that  have  a  risk  of  accounting  loss. 


"^  The  Bask  Comminee  on  Baokiof  Supcrvitioo  is  a  Comminee  of  brnking  nipcrvuory  luthoritk*  which  wis  esublishcd  by  the 
ccntrmi  bank  Govcmon  of  the  Group  of  Ten  countries  in  197S.   Il  consists  of  Kant  represeotativcs  of  bank  supervisory  authorities  and 
central  banks  rimi  Belgium,  Canada,  France,  Germany,  luly,  Japan,  Luxembourg,  Netherlattds,  Sweden,  Switzerland,  United  Kingdom, 
and  the  United  Sutet.  It  usuaily  meets  at  the  Bank  for  Interrutional  Settlements  in  Basle. 

"*  Netting  is  an  agreed  offsetting  of  positions  or  obligations  by  trading  paitnen  or  participants  in  a  lystem.  The  netting  reduces  a 
larger  number  of  individual  positions  or  obligations  to  a  smaller  number  of  positioos. 

"'  Froposals  for  instituting  specific  capital  charges  to  open  positions  in  foreign  eichange  (PnipccaJ  for  Foreign  Exchange  Risk)  are 
contained  within  the  proposals  for  market  risk. 


'  For  mote  infonnatioa  oo  these  proposals,  sec  Settiaa  E4,a(3Xc):  I 

'  For  more  informatioo  on  this  disclosure  proposal,  see  Sectioa  E£jl(1>  Seetka  112  of  FDiCIA. 
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b.  Section  305  of  FDICIA  Regarding  Interest  Rate  Risk 
and  related  Disclosure  and  Capital  Standards 

On  September  14,  1993,  the  Federal  Reserve,  (X:C,  and  FDIC  issued  for  public 
comment  a  Notice  of  Proposed  Rulemaking*""  on  interest  rate  risk  in  response  to 
Section  305  of  FDICIA.  Information  related  to  interest  rate  risk  (IRR)  exposures  of 
derivatives  would  be  disclosed  and  evaluated  under  proposed  revisions  to  risk-based 
capital  standards.  The  proposed  rule  also  solicited  comment  on  two  alternative  methods 
for  determining  the  amount  of  capital  a  bank  may  need  to  account  for  IRR.  The 
comment  period  ended  on  October  29,  1993.'"^ 

c  FFIEC  Proposal  on  Implementing  Section  121  of  FDICIA  and  Related  Disclosures 

Section  121  of  FDICIA  requires  that  the  federal  banking  and  thrift  agencies 
develop  supplemental  standards  for  disclosure  of  the  fair  market  values  of  assets  and 
liabilities  of  insured  depyository  institutions.   In  April  1993,  the  agencies  issued  a  proposal 
that  would  require  institutions  with  total  assets  of  $500  miUion  or  more  to  disclose  the 
fair  values  of  their  assets,  liabilities,  and  off-balance  sheet  financial  instruments  in  their 
audited  armual  reports.  The  agencies  are  also  considering  an  FFIEC  proposal  on  the 
feasibility  of  providing  fair  value  disclosures  in  bank  Call  Reports.*"^ 


d.  Fmancial  Accounting  Standards  Board  Interpretation  No.  39 
and  Related  Disclosures 

The  federal  banking  agencies  are  considering  adopting  FASB  Interpretation  No. 
39,  Offsetting  of  Amounts  Related  to  Certain  Contracts,  for  balance  sheet  items  arising 
from  off-balance  sheet  derivative  instruments.   Beginning  in  1994,  the  interpretation 
would  permit  netting  to  the  extent  that  the  agreements  governing  the  relationship 
between  the  parties  contain  a  legally  enforceable  netting  provision.  The  agencies  plan  to 
revise  the  Call  Repwrt  instructions  to  allow  banks  to  apply  the  offsetting  provisions  of 
Interpretation  No.  39  that  are  applicable  to  derivatives.  ° 

e.  OCC  Proposed  Rule  on  Collateralized  Transactions  and  Related  Capital  Standards 

The  OCC  pubUshed  a  Notice  of  Proposed  Rulemaking  on  Collateralized 
Transaaions  which  would  amend  the  risk-based  capital  guidelines  to  lower  the  risk 
weight  from  20%  to  0%  for  particular  transactions  that  are  collateralized  by  cash  or 


'  S8  Federal  Register  48206. 


**'  For  more  infomutioii  on  the  disclosuic  proposal,  sec  Scctioa  EAm^T):  Sectioa  305  of  PDK3A.  For  more  informaliofl  on  (he 
captul  propoul.  lec  SaHcm  E.4x^X*)=  Baakmg  ApMj  PropocaJ  for  loleicA  Rale  Riik. 


***  For  more  informatioa  on  this  disclocure  propoul,  tec  Sectioa  R£>a.(4>  FFIEC  PraponI  oa  li|itM<jHit  Sectioa  121  of 
FDKIA. 

*"  For  more  inforautioo  on  the  disclosure  proposal,  see  Sectioa  E&a.(S>  FASB  iMopcctatioa  I^ol  39. 

195 


791 


govemraent  securities.*"* 

3.         SECURITIES  AND  EXCHANGE  COMMISSION  PROPOSALS  REGARDING 
THE  NET  CAPITAL  RULE  (INCLUDES  SLi  PROPOSALS) 

The  SEC  issued  for  comment  the  SEC  Net  Capital  Concept  Release  No.  34- 
32256  dated  May  4,  1993.*"'  One  approach  under  consideration  would  involve 
maintaining  the  current  net  capital  rule.   A  second  approach  would  devise  capital 
requirements  that  comprehensively  address  the  credit  and  market  risks  posed  by 
derivative  products  so  that  firms  could  conduct  their  derivative  activities  in  registered 
broker-dealers  without  what  they  often  regard  as  undue  capital  constraints.  A  third 
approach,  which  could  be  combined  with  either  of  the  first  two  approaches  or 
implemented  separately,  would  be  to  formulate  separate  capital  guidelines  that  would 
specifically  apply  to  DPCs  that  are  registered  broker-dealers. 


4.         CFTC  RECOMMENDATIONS 

The  Commodity  Futures  Trading  Commission  released  a  report  in  October  1993 
entitled  OTC  Derivative  Markets  and  Their  Regulation  as  required  by  the  Futures 
Trading  Practices  Act  of  1992  (P.L  102-546).*°'   While  the  report  did  not  include  any 
formal  legislative  or  regulatory  proposals,  it  did  contain  a  Recommendations  section. 

The  CFTC  supports  the  establishment  of  an  interagency  council  to  foster 
additional  regulatory  coordination  in  the  area  of  OTC  derivatives.*"' 


5.    GROUP  OF  THIRTY  STAFF  PROPOSAL  FOR  CAPITAL  ADEQUACY 
REGULATION 

A  staff  member  of  the  Group  of  Thirty,  Charles  Taylor,  has  set  forth  a  proposal 
for  bank  capital  standards  entitled  A  New  Approach  to  Capital  Adequacy  Regulation 
dated  May  1993.  This  proposal  suggests  a  new  framework  for  assessing  capital  adequacy 
that  would  substitute  for  the  current  risk-based  capital  requirements  set  forth  in  the 
Basle  Accord. 

The  proposal  by  Mr.  Taylor  ("the  Taylor  proposal")  would  set  forth  a  capital 
calculation  based  upon  income  volatility,  rather  than  type  of  asset  as  does  the  Basle 
Accord.   Mr.  Taylor  begins  the  discussion  of  his  proposal  by  stating  that  anecdotal 


***  For  funber  iofomuttoo,  sec  Seetiaa  E.4.a.(2XI>>  OOC  ftopoal  oa  < 

***  For  more  infomutioo  oa  thii  Concept  Releate,  see  Sectioa  &4J)^1):  Correat  lad  Tnniuaui  Coital  SUailmk.  For  commentx 
received  by  the  SEC  oo  the  concept  releate,  tee  Questioo  #26  paced  to  the  SEC  by  Repreienutive  LeadL 

***  For  funber  infomutioo,  ie«  Sectioa  L2:  riwiiiBlj  nrtaiec  Tiadiaf  riiMiiiiaiia 

**'  The  OCC  (bo  tuggested  tecently  the  cicatioa  of  «  task  force  to  addrea  certain  dertvaiive  itnie*.  See  cpecch  of  Eugene  Ludwig, 
ComptroUer  of  the  Currency,  before  the  Institute  of  Intematiooal  Bar.ken,  September  27,  1991 
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evidence  suggests  that  income  from  derivative  dealing  is  more  stable  than  income  from 
other  more  traditional  banking  activities:  to  date  at  least,  global  derivative  departments 
seem  to  have  managed  their  risks  quite  well.  The  Minority  Staff  does  not  express  any 
views  concerning  Mr.  Taylor's  proposal  at  this  time. 
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G.  RECENT  CONGRESSIONAL  ACTION  REGARDINr,  FINANriAl . 

DERIVATIVES 


Congressional  interest  in  financial  derivatives  centers  around  legislation  proposed 
and  formalized  in  the  102nd  and  101st  sessions  of  Congress.  The  following  legislative 
items  each  contain  provisions  relating  to  financial  derivatives. 


1.         THE  FUTURES  TRADING  PRACTICES  ACT 

The  Futures  Trading  Practices  Act  (P.L  102-546)  was  signed  into  law  on  October 
28,  1992.*"  The  Futures  Trading  Practices  Art  (the  Art)  contains  four  relevant 
provisions. 

a.  Margins  on  Stock  Index  Futures 

Section  501  of  the  Conference  Report  amends  Sertion  2(a)(1)(B)  (7  U.S.C.  §  2a) 
of  the  Commodity  Exchange  Art  (CEA)  to  require  that  any  contrart  market  in  a  stock 
index  futures  contrart  (or  option  thereon)  to  file  with  the  Federal  Reserve  Board  (FED) 
any  rule  setting  or  changing  levels  of  margin  for  such  contract  The  FED  may  at  any 
time  request  the  contrart  to  set  margin  for  any  stock  index  futures  contrart  (or  option 
thereon)  at  such  levels  as  the  FED  determines  are  appropriate  to  preserve  the  financial 
integrity  of  the  market  or  to  prevent  systemic  risk.  The  FED  may  delegate  any  or  all  of 
its  authority  under  this  provision  to  the  CFTC. 


b.  Exemption  Authority  for  the  CFTC 

Sertion  502  of  the  Conference  Report  amends  Sertion  4(c)  of  the  Art  (7  U.S.C.  § 
6)  to  authorize  the  CFTC,  in  order  to  promote  responsible  economic  or  financial 
innovation  and  fair  competition,  to  exempt  any  agreement,  contrart  or  transartion 
(including  persons  or  class  of  persons  involved  in  the  transactions),  or  class  thereof,  fi-om 
the  exchange-trading  or  any  other  requirements  of  the  Act,  except  for  Sertion  2(a)(1)(B) 
of  the  Art.  The  CFTC  must  determine  that  the  exemption  would  be:  (a)  in  the  public 
interest,  (b)  consistent  with  the  purposes  of  the  Act,  and  (c)  entered  into  solely  between 
appropriate  persons.  "Appropriate  persons"  is  defined  in  the  Art  broadly,  but  does 
include  the  following:  banks;  broker-dealers;  insurance  companies;  investment 
companies;  futures  commissions  merchants  (FCMs);  government  entities;  corporations 
with  a  net  worth  over  $1  million;  and  other  persons  the  CFTC  determines  to  be 
appropriate  in  light  of  their  financial  qualifications. 


*"  Th«  House  of  Represcnutfva  approved  the  Conference  Report  on  H.R.  707  by  voice  vole  on  October  2,  1992.  The  Senate 
agreed  to  the  Coofetence  Repon  by  voice  vote  on  October  8,  1992. 
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c  Hybrid  and  Swap  Exemptions 

Section  502  also  authorizes  the  CFTC  in  Section  4(c)(5)(A)  and  (B)  of  the  Act  to 
exempt  "hybrid  instruments  that  are  predominantly  securities  or  depository  instruments" 
and  "classes  of  swap  agreements  that  are  not  part  of  a  fungible  class  of  agreements  that 
are  standardized  as  to  their  material  economic  terms." 

Based  on  this  section  and  report  language  in  the  Conference  Report,  the  CFTC, 
on  January  22,  1993  (58  FR  5587)  adopted  a  final  rule  exempting  swaps  from  all 
provisions  of  the  CEA  subject  to  the  provisions  outlined  in  the  statute. 

The  CFTC  also  adopted  a  final  rule  on  January  22,  1993  (58  FR  5580)  exempting 
certain  hybrid  instruments  from  all  provisions  of  the  Act   Bank  instruments  such  as 
demand  deposits,  time  deposits  or  transaction  accounts  based  on  a  commodity 
component  (e.g.,  a  CD  that  goes  up  or  down  based  on  the  price  of  gold)  would  be 
exempt  if  "the  commodity  dependent  value"  is  less  than  the  "commodity  independent 
value." 


d.  Risk  Assessment  for  Holding  Companies 

Sertion  229  of  the  Conference  Report  requires  FCMs  to  obtain  such  information 
and  keep  such  records  on  affiliates  as  required  by  the  CFTC.   In  the  case  of  a  FCM  that 
is  affiliated  with  a  depository  institution,  if  the  merchant  utilizes  for  the  recordkeeping  or 
reporting  requirement  copies  of  repxjrts  filed  by  the  affiliate  with  a  federal  banking 
agency,  it  will  be  in  compliance  with  this  seaion. 

If  the  CFTC  determines  that  supplemental  reports  are  required  because  of 
"potential  risks"  to  the  futures  merchant,  the  CFTC  is  required  to  first  consult  with  the 
appropriate  federal  banking  agency,  and  determine  if  the  information  is  available  from 
the  agency,  unless  any  delay  from  consultation  would  be  "inconsistent  with...stability." 


2.         FEDERAL  DEPOSIT  INSURANCE  CORPORATION  IMPROVEMENT  ACT  OF 
1991 

The  Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991  (FDICIA), 
Public  Law  102-242,  was  signed  into  law  on  December  19,  1991.   FDICIA  contains 
several  provisions  which  are  relevant  to  financial  derivatives. 


a.  FDICIA  Netting  Provisions 

FDICIA  contains  a  provision  regarding  the  netting  of  obligations  between 
financial  market  participants  in  the  event  that  one  of  the  participants  fails.   The  U.S. 
Bankruptcy  Code  and  the  Financial  Institutions  Reform  Recovery  and  Enforcement  Act 
(FIRREA)  contain  related  provisions.  The  FED  expressed  that  it  may  be  desirable  to 
have  a  single  standard  for  determining  what  types  of  netting  contracts  are  covered. 
Uniformity  in  this  area  would  help  provide  certainty  to  financial  market  participants 
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regarding  the  extent  of  netting  coverage. 


40« 


The  FDICIA  netting  provisions  validate  both  bilateral  and  multilateral  netting  in 
the  event  of  a  default,  and  are  designed  to  promote  efficiency  and  reduce  risk  in  the 
financial  markets.  The  provisions  apply  to  financial  institutions*^"  and  to  clearing 
organizations  whose  members  are  financial  institutions.  The  FDICIA  netting  provisions 
apply  broadly  to  any  netting  contraa  governed  by  federal  or  state  law  that  provides  for 
netting  present  or  future  payment  obligations  (including  liquidation  or  close-out  values) 
among  the  parties  to  the  contract.  In  addition,  the  netting  provisions  apply  to  all  valid 
netting  contracts  between  covered  parties,  notwithstanding  any  other  provision  of  law. 

b.  Regulatory  Provisions 

FDICIA  contained  several  regulatory  provisions  that  have  a  direct  effect  on  the 
sup>ervision  of  derivative  activities.  These  include  the  following: 

•  Section  305:  Notice  of  Proposed  Rulemaking  on  interest  rate  risk. 

•  Section  308:  Regulation  F,  implementing  Section  308,  required  the  FED  to 
prescribe  standards  to  limit  the  exposure  of  insured  depository  institutions 
to  other  depository  institutions. 

•  Section  121:  Requires  that  the  federal  banking  and  thrift  agencies  develop 
supplemental  standards  for  disclosure  of  the  fair  market  v^ues  of  assets 
and  liabilities  of  insured  depository  institutions. 

•  Section  112:  Provides  additional  insight  into  the  derivative  activities  of 
banks  and  bank  holding  companies. 


3.         FINANCIAL  INSTITUTIONS  REFORM,  RECOVERY  AND  ENFORCEMENT 
ACT 

The  Financial  Institutions  Reform,  Recovery  and  Enforcement  Act  (FIRREA), 
Public  Law  101-73,  is  federal  legislation  passed  in  1989  providing  govenmient  funds  to 
insolvent  savings  and  loans,  and  mandating  sweeping  changes  in  the  examination  and 
supervision  of  savings  and  loans  and  other  insured  institutions.  The  Act  required  insured 
institutions  to  adopt  new  capital  standards;  transferred  the  regulatory  powers  of  the 
Federal  Home  Loan  Bank  Board  to  a  new  agency  (the  OTS);  and  placed  the  12  district 
Federal  Home  Loan  Banks  under  control  of  an  oversight  board,  the  Federal  Housing 
Finance  Board.  The  Act  also  abolished  the  defunct  Federal  Savings  and  Loan  Insurance 
Corporation  (FSLIC). 

Similar  to  FDICIA,  FIRREA  contains  provisions  regarding  the  netting  of 


'  Source:  Pedeiml  Roervc  Boud. 


"*  Atcording  to  tbc  Federal  Reierve,  financul  institutions  are  denned  as  depositof;  institutkMic,  cecurities  bioken  or  deakn, 
future*  coounisxioa  mercbantt,  or  olber  institutions  as  determined  by  the  Federal  Reserve. 
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obligations  between  financial  market  participants  in  the  event  that  one  of  the 
participants  fails.  Unlike  FDICIA,  however,  FIRREA  does  not  cover  both  bilateral  and 
multilateral  netting. 

FIRREA  amended  the  Federal  Deposit  Insurance  Act  to  allow  parties  to 
liquidate  or  net  obligations  under  a  qualified  financial  contract*"  when  the  counterparty 
is  a  depository  institution  for  which  the  Federal  Deposit  Insurance  Corporation  (FDIC) 
has  been  appointed  receiver.  Unlike  the  FDICIA  provisions,  FIRREA  allows  netting  by 
any  party  to  a  contract  with  a  failed  depository  institution,  not  just  by  financial 
institutions.  However,  the  FIRREA  definition  of  qualified  financial  contract  is  narrower 
than  the  FDICIA  netting  contract  definition.   It  is  not  clear  whether  the  FIRREA 
provisions  would  applv  to  federal  funds  transaaions  or  spot  contracts,  as  would  the 
FDICIA  provisions. ^^ 

FIRREA  also  has  a  provision  which  prevents  "cherry-picking"  between  swap 
Master  Agreements.*"  The  provision  states  that  "any  Master  Agreement  for  any 
agreements  described  in  clause  (vi)(I)  [swap  agreement]  together  with  all  supplements  to 
such  master  agreement  shall  be  treated  as  1  swap  agreement."   In  other  words,  the 
provision  contained  in  Section  212  of  FIRREA  prevents  discriminatory  selection  of 
contracts  in  different  Master  Agreements. 


4.         MARKET  REFORM  ACT 

The  Market  Reform  Act  of  1990,  Public  Law  101-432/,104  Stat.  978,  required  that 
regulatory  agencies  collect  information  from  financial  entities  to  evaluate  risk 
management  systems.   Pursuant  to  this  Act,  the  SEC  adopted  risk  assessment 
recordkeeping  and  reporting  rules  that  provide  SEC  with  an  overview,  on  a  periodic 
basis,  of  the  financial  and  securities  activities  of  affiliates  that  are  likely  to  have  a 
material  impact  on  a  broker-dealer's  financial  and  operational  condition.   In  addition, 
broker-dealers  are  required  to  file  with  the  SEC  records  concerning  their  policies, 
procedures,  and  systems  for  monitoring  and  controlling  financial  and  operational  risks 
resulting  from  the  activities  of  their  affiliates. 


'"  A  Oualiried  Piiuncial  Contract  me«of  any  securities  contnct,  cofflfflodity  coairact,  romrd  conlnct,  repurchuc  •(reement,  twip 
agreement,  or  tinular  agreenent  as  detertniited  by  tbe  Federal  Depocii  Insurance  CorporalioiL 

*"  Source:  Federal  Reserve  Boutf. 

•"  Section  212  (eX8XI>X«').  "TreauneBt  of  Master  Acreement  as  1  Swap  AjreeraeBt" 
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H.  CASE  STUDIES  INVOLVING  DERIVATIVKS 


This  sectloa  reviews  and  interprets  select  recent  case  studies  which  involve 
financial  derivatives. 

Part  1  discusses  two  cases  in  which  a  company  was  sued  for  .qqI  using  derivatives. 

Part  2  examines  how  derivative  contracts  were  unwound  when  a  counterparty 
failed  or  encountered  difficulty. 


1.         COMPANIES  SUED  FOR  NOT  USING  DERIVATIVES 


a.  Grain  Co-op  Sued  by  Shareholders  for  Not  Hedging  their  Grain 

In  Brane  vs.  Roth.  590  N.E.2d  587  (Ind.  Ct.  App.  1992)  the  Court  of  i^peals  of 
Indiana  affinned  a  trial  court's  finding  that  the  board  of  directors  of  a  grain  cooperative 
breached  their  fiduciary  duty  in  failing  to  adequately  supervise  the  manager  of  the 
cooperative  and  become  aware  of  the  essentials  of  hedging. 

The  shareholders  of  a  grain  Co-op,  called  the  Lafontaine  Grain  Co-op,  brought 
action  against  the  directors  of  the  Co-op  for  losses  the  Co-op  suffered  in  1980  due  to  the 
directors'  failure  to  protect  its  position  by  adequately  hedging  in  the  grain  market.  The 
Superior  Court  of  Miami  County  entered  judgment  in  favor  of  the  shareholders. 

In  this  derivative  action,  the  trial  court  held  that  the  directors  were  liable  for 
retaining  a  manager  inexperienced  in  hedging  and  for  failing  to  attain  knowledge  of  the 
basic  fundamentals  of  hedging  to  be  able  to  direct  the  hedging  activities. 

The  Co-op  had  over  $7  million  in  grain  sales  and  hedged  only  $20,500  in  grain 
contracts.  The  lack  of  hedging  was  found  to  be  the  proximate  cause  of  the  Co-op's 
$424,000  loss. 

The  directors  appealed  the  decision,  and  the  appeal  was  taken  by  the  Court  of 
Appeals  of  Indiana.  The  Court  of  Appeals  of  Indiana  upheld  the  lower  court's  decision 
in  favor  of  the  shareholders  on  June  1,  1992. 


b.  Action  Brought  Against  Computer  Company  for  Lack  of  Currency  Hedging 

The  absence  of  adequate  hedging  to  guard  against  financial  loss  has  also  been 
used  in  a  derivative  class  action  against  the  board  of  directors  of  Compaq  Computer 
Corporation  in  a  pending  action  in  federal  court  in  the  Southern  District  in  Texas  filed 
in  1991. 

In  the  complaint,  the  class  alleges  that  the  Board  made  false  statements  regarding 
the  operations  and  outlook  for  Compaq.  The  Board  also  failed  to  disclose,  among  other 
things,  that  Compaq  lacked  sufficient  and  adequate  foreign  currency  hedging  mechanisms 
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to  insulate  Compaq  from  appreciation  in  the  value  of  U.S.  dollar  in  foreign  currency. 
Compaq  at  the  time  of  the  con^)laint  derived  54%  of  its  revenues  from  foreign  sales. 

This  lawsuit  has  not  come  to  trial 
2.         CASE  STUDIES  INVOLVING  FAILED  OR  FAILING  COUNTERPARTIES 

a.  Drexel  Burnham  Lambert*^* 

Drexel  Burnham  Lambert  Group  Inc.  (DBL  Group),  and  its  swap  subsidiary,  DBL 
Products,  went  bankrupt  in  1990  at  which  time  they  were  Uie  counterparty  in  a  number 
of  derivative  contracts.  According  to  industry  participants  and  regulators  involved,  the 
contracts  were  unwound,  or  settled,  "smoothly"  with  the  cooperation  of  the  other 
counterparties  involved.  The  unwinding  process  was  accomplished  without  apparent 
adverse  effects  on  domestic  and  foreign  financial  markets,  and  no  taxpayer  money  was 
lost 

Because  DBL  Group  filed  for  bankruptcy,  most  counterparties  to  DBL  Product's 
swap  transactions  were  not,  under  the  terms  of  the  swap  agreements,  obligated  to  pay 
the  money  they  owed  since  DBL  Products  technically  defaulted  on  the  swaps.  However, 
virtually  all  counterparties  paid  Drexel  the  money  they  owed  for  various  reasons 
described  below.   Many  counterparties  had  unwound  their  contracts  with  Drexel  upon 
anticipation  of  the  failure.  When  Drexel  began  having  financial  difficulties  in  February 
1990,  the  SEC  the  CFTC,  the  Federal  Reserve  Bank  of  New  York,  and  the  National 
Association  of  Securities  Dealers  (NASD)  oversaw  the  unwinding  of  the  activities  of 
Drexel,  including  the  derivative  activities.  To  the  extent  that  derivative  activities  were 
conducted  in  Drexel's  registered  broker-dealer,  the  SEC  was  able  to  wind  down  these 
contracts  in  an  orderly  manner,  without  any  cost  to  U.S.  taxpayers.  The  agencies  did  not, 
however,  closely  monitor  Drexel's  unwinding  of  its  swap  agreements,  as  the  swaps  were 
in  an  unregistered  affiliate.  According  to  industry  participants  involved,  however,  the 
various  financial  markets  were  genersdly  unaffected  by  Drexel's  unwinding  activities. 

The  failure  of  Drexel  was  a  stimulus  behind  the  passage  of  the  Market  Reform 
Act  of  1990*"  which  gave  the  SEC  the  ability  to  monitor  the  activities  of  broker-dealer 
unregistered  affiliates  under  rules  implementing  a  risk  assessment  program.  Today,  the 
SEC  receives  standardized  regulatory  reports  regarding  the  financial  activities  of  broker- 
dealer  holding  companies  and  their  affiliates  under  the  risk  assessment  program, 
including  information  on  derivative  activities. 

In  addition,  the  bankruptcy  case  of  DBL  Products  was  initiated  prior  to  the  June 
25,  1990  effective  date  of  amendments  to  the  Bankruptcy  Code  concerning  the  treatment 


*"  Sec  abo  Qootioa  #12b  repirdiiif  Drexel  piacd  to  (he  SEC  aad  the  CFTC  tod  Queaioa  #12i  paced  lo  the  repiUion  by 
RepreieDUtn*  Leach  repidinf  the  treitineol  of  dciivativa  under  the  Bukniptcy  Code,  FDIOA.  aad  PIRREA. 

"•  PX.  lOt-432. 
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of  swap  transactions.*"  The  unwinding  of  DBL  Product's  swaps  portfolio  was  therefore 
accomplished  in  accordance  with  legal  authority  existing  before  the  effective  date  of 
these  amendments. 

DBL  Group  conducted  its  swap  trading  activities  though  DBL  Products.  DBL 
Products  was  engaged  in  the  business  of  providing  interest  rate  risk  management 
strategies  and  acted  as  principal  in  interest  rate  swap  transactions.  Virtually  all  swap 
contracts  entered  into  by  DBL  Products  designated  its  parent,  DBL  Group,  as  guarantor 
of  DBL  Products  performance  under  the  contraa.  The  contracts  provided  further  that 
the  guarantor's  filing  for  bankruptcy  constituted  a  default  by  DBL  Products,  giving  rise  to 
termination  rights  of  DBL  Products'  counterparties. 

The  DBL  Group  Board  of  Directors  filed  for  Chapter  11  for  DBL  Group  on 
February  13,  1990.   DBL  Products,  however,  and  two  other  Drexel  subsidiaries  decided 
not  to  commence  bankruptcy  proceedings  at  that  time,  and  instead  DBL  Group  publicly 
aimounced  its  intention  to  cause  its  subsidiaries  to  wind-down  their  respective  operations 
in  order  to  maximize  the  value  of  their  respective  assets  and  minimize  respective 
liabilities. 

On  February  13,  1990  DBL  Products  had  a  swap  book  with  customers  consisting 
mostly  of  savings  and  loan  institutions  as  well  as  other  dealers  and  corporate  end-users. 
Many  of  these  savings  and  loans  had  low  credit  ratings  and  were  required  to  post 
collateral  under  their  swap  agreements. 

Virtually  all  of  DBL  Product's  swap  agreements  reportedly  included  a  limited  two- 
way  payments  clause  ("Svalk-away"  clause),  which  permitted  the  non-defaulting  party  to 
walk  away  from  its  obligations.   DBL  Group's  bankruptcy  filing  placed  DBL  Products  in 
default  and  gave  most  of  its  non-defaulting  counterparties  the  right  to  rely  on  the 
contract's  walk-away  clause  and  not  pay  DBL  Products  the  money  owed  to  it  Over  70% 
of  DBL  Product's  counterparties  owed  DBL  Products  monev.   Nevertheless,  only  a 
handful  of  DBL  Produa's  counterparties  took  advantage  of  the  walk-awav  clause  and 
instead  paid  DBL  Products  the  money  owed  to  it.  According  to  the  CFTC,  this  was  due 
to  a  number  of  factors. 

First,  although  DBL  Products  was  technically  in  default  under  its  swap  contracts, 
it  was  not  yet  in  bankruptcy,  and  thus  remained  free  to  aggressively  negotiate  settlements 
with  its  counterparties  without  the  limitations  of  the  automatic  stay.*"  This  Drexel  did 
with  great  success.   Second,  as  to  the  70%  of  the  counterparties  who  owed  DBL  Products 
money  under  swap  contracts  (counterparties  who  were  "out-of-the-money"),  DBL 
Products  reportedly  threatened  to  challenge  the  counterparties'  right  to  Valk  away" 
through  litigation-   Unresolved  questions  about  the  enforceability  of  the  walk  away  clause 
and  the  prospect  of  lengthy  and  expensive  litigation  were  powerful  incentives  for 


"•  These  amendmcnu  provide  prolectioo  for  panics  to  swap  traiuaciiont  when  their  counterparty  t>ecomes  the  subject  of 
bankruptcy  proceedings  under  the  Code.  SpecifKally.  under  the  amendments,  such  parties  are  permitted  to  cause  liquidation  of  swap 
transactions  with  the  bankrupt  counterparty  and  to  apply  tights  of  offset.  They  are  also  protected  frtjm  preference  actions  to  recover 
ptebankiuptcy  transfers.   11  USC  H101(55),  362(bXM). 

*"  The  automatic  stay  provisioa  of  the  Bankruptcy  Code.  11  USC  S362,  suy»  the  commeiKement  or  cootinuation.  including  the 
issuance  of  process  of  a  judicial,  administrative  action  or  other  proceeding  against  the  debtor  that  was  or  could  have  been  commenced 
before  the  commencement  of  the  bankruptcy  case,  or  to  recover  a  claim  against  the  debtor  that  arise  before  the  commencement  of  the 
bankruptcy. 
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counterparties  to  negotiate  with  DBL  Products.  Third,  in  addition  to  these  concerns, 
many  DBL  Products'  counterparties  also  entered  swap  transactions  with  other  "big 
players"  in  the  OTC  swap  markets  and  feared  that  these  institutions  would  be  less  likely 
to  do  business  with  them  in  the  future  if  they  sought  to  take  advantage  of  their  walk 
away  clause  with  DrexeL  DBL  Products  recovered  100  cents  on  the  dollar  from  most 
counterparties  owing  DBL  Products  money  under  their  contracts. 

DBL  Products  also  reportedly  threatened  counterparties  that  were  owed  money  by 
DBL  Products  (counterparties  who  were  "in-the-money")  with  the  prospea  that  the  DBL 
Products  might  file  for  bankruptcy  protection.  Such  a  filing  might  have  significantly 
delayed  recovery  by  those  counterparties  and  have  resulted  in  smaller  payouts  than  were 
then  being  offered  by  DBL  Products.  DBL  Products  paid  to  such  counterparties 
approximately  70-75%  of  the  agreement  value  of  the  contracts. 

DBL  Products'  traders  were  able  to  dispose  of  90%  of  the  firm's  swaps  portfolio 
within  two  months  after  the  unwind  process  had  begun,  without  apparent  adverse  effects 
on  the  financial  markets.  DBL  Products  filed  for  Chapter  11  on  May  29,  1990.   Between 
February  13,  1990  when  DBL  Group  filed  Chapter  11  and  May  29,  1990,  DBL  Products 
had  unwound  almost  its  entire  swap  portfolio. 


b.  The  Bank  of  New  England*^* 

On  January  6,  1991,  federal  regulators  seized  the  Bank  of  New  England  (BNE) 
and  its  subsidiaries.  BNE,  with  $22  billion  in  assets,  was  the  country's  33rd  largest 
banking  company.  According  to  regulators,  BNE's  troubles  were  caused  primarily  by  its 
aggressive  real  estate  lending  in  a  local  economy  that  subsequently  declined.  At  the  time 
it  failed,  BNE  was  the  counterparty  in  a  number  of  derivative  contracts.  According  to 
industry  sources,  the  contracts  were  unwound,  or  settled,  "smoothly"  with  the  cooperation 
of  the  other  counterparties  involved.   No  significant  losses,  if  any,  were  incurred  by  any 
party. 

According  to  the  FDIQ  all  derivative  contracts  in  the  BNE  case  met  the  legal 
definition  of  "qualified  financial  contracts"*"  and  were  transferred  to  the  bridge  banks 
that  were  formed  to  absorb  certain  assets,  liabilities  and  off-balance  sheet  obligations  of 
the  failed  bank  and  its  subsidiaries.  The  effect  of  this  transfer  was  to  have  the  FDIC 
temporarily  step  in  as  counterparty  in  place  of  the  failed  institution.  Generally,  this 
process  of  timely  notification  and  other  requirements  of  the  FDI  Act  was,  according  to 
the  FDIC,  carried  out  without  any  problems. 


"*  Sec  ilio  QucttkM  #l2b  poced  to  the  FDIC  by  Rcpic*eautivc  Leach  re|inlin(  BNE,  and  Oue*tioa  #12a  poced  to  the 
reguUiott  regarding  the  treatment  of  derivative*  under  the  Bankruptcy  Code.  FDICIA.  and  FIRREA. 

"•  The  provisioa  in  FIRREA  (12  USC  1821(eX8XDXvi))  allowi  paniet  to  liquidate  obtiptiooa  under  a  'qualified  financial 
contnct'  when  the  counterparty  a  a  depootory  inttituiion  for  which  the  FDIC  hat  l>een  appointed  receiver.  The  provision  eaubliahe* 
the  enforceability  of  the  netting  piovitiont  of  matter  agiecmenu  with  respect  to  'qualified  financial  coalraca'  in  the  inaoKency 
proceedings  of  an  insured  depoiitory  inttitutioo.   FIRREA  allowi  netting  by  any  party  to  a  coetract  with  a  failed  depotitory  inatituiion, 
oo(  jutt  by  financial  inttituttoot.  A  'qualified  financial  contract'  includes  any  securities  coatiaci,  commodity  contract,  forward  contract, 
repurchase  agrecn>ent,  swap  agreement,  or  similar  agreement  u  determined  by  the  FDIC 
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c  Salomon  Brothers*'' 

In  1991,  Salomon  Brothers  reportedly  faced  the  withdrawal  of  certain 
uncommitted  credit  lines  and,  for  a  period  of  time,  certain  funding  difficulties  resulting 
from  the  Treasury  auction  issue."^  At  that  time,  Salomon  was  the  counterparty  in  a 
number  of  derivative  contracts. 

According  to  the  SEC,  despite  its  Treasury  auction  violations  and  the  related 
investigation  and  penalties,  Salomon  was  able  to  meet  all  of  its  existing  obligations  to 
customers  and  creditors,  including  those  involving  derivative  products.  After  disclosure 
of  its  Treasury  auction  violations,  however,  the  number  of  new  interest  rate  swaps  into 
which  Salomon  entered  declined.  This  may  have  been  a  result  of  counterparties' 
reluctance  to  do  business  with  a  firm  whose  long-term  prospects  at  that  time  had  been 
called  into  question.   Nevertheless,  according  to  the  SEC,  it  does  not  seem  that 
Salomon's  ability  to  satisfy  its  ongoing  obligations  was  adversely  affected  by  its 
involvement  in  the  Treasury  auction  issue. 

The  Treasury  auction  issue  did  not  result  in  any  CFTC  action  against  Salomon  for 
violations  of  CFTC  regulations  governing  futures  trading.  Salomon's  compliance  with 
financial  requirements,  such  as  segregation  of  customer  funds  and  maintenance  of 
adequate  net  capital,  was  monitored  by  its  designated  self-regulatory  organization 
(DSRO).  The  CFTC  in  turn  was  in  frequent  contact  with  the  DSRO  on  the  simation. 
The  DSRO  also  did  not  report  that  Salomon  Brothers  was  unable  to  comply  with  CFTC 
financial  requirements  at  any  time  during  that  period. 


**"  See  also  Qucttioa  t\2c  pcaed  to  the  SEC  and  CFTC  by  Represenutivc  Leach  regaiding  Salomoa. 

*"   Go  August  9,  1991,  Salomoa  Brothen,  Inc.  announced  that  it  had  reported  to  the  appropriate  government  agencies  the 
discovery  of  violatioos  o(  taw  and  other  irregularitie*  in  certain  bids  that  it  had  tubmitied  in  several  auctions  of  VS.  govemmeat 
securities  during  the  previous  year.  On  May  20,  1992,  Salomon  settled  the  Treasury  auction  investigatioa  by  paying  a  J290  millioa  fine, 
agreeing  to  an  SEC  injunction  and  administrative  order,  and  being  suspended  from  trading  activity  with  the  Federal  Reserve  Bank  for 
two  yean.  Other  investment  banks  were  also  fined  on  similar  charges. 

206 


802 

STUDIES 


1.         GROUP  OF  THIRTY  REPORT  ~  DERIVATIVES:  PRACTICES  AND 
PRINCIPLES 

The  Group  of  Thirty  sponsored  a  study  on  derivatives  entitled  E)erivatives: 
Practices  and  Principles  (the  "Study")  released  on  July  21.  1993.'"  The  authors  of  the 
report  included  senior  managers  from  firms  that  are  dealers  and  end-users  of  derivatives, 
and  individuals  from  the  related  legal,  accounting,  and  academic  disciplines.  Those  who 
participated  in  the  preparation  of  the  Study  were  from  North  America,  Europe  and 
Japan.  The  Study  focuses  almost  exclusively  on  Over-the-Counter  (OTC)  derivatives,  vs. 
exchange-traded  derivatives. 

The  Study  consists  of  a  Recommendation  section  which  sets  forth  20 
recommendations  for  industry  practitioners  and  4  recommendations  for  legislators  and 
regulators.  The  Study  also  contains  an  Overview  of  Derivative  Activities,  and  three 
Appendices. 

The  Overview  of  Derivatives  section  defines  derivatives  and  discusses  the  related 
risks  and  risk  management  The  Overview  also  discusses  the  uses  of  derivatives,  includes 
examples  of  such  use,  and  quantifies  the  growth  and  composition  of  derivative  activities. 

The  Appendices  contain  the  Study's  detailed  background  materials.  Appendix  I 
contains  the  six  working  papers  that  form  the  basis  of  the  Study  and  whose  analysis 
supports  the  Recommendations.  Appendix  II  is  a  compilation  of  legal  memoranda 
discussing  issues  of  enforceability  in  the  jurisdictions  in  nine  countries.  Appendix  III  is 
reported  to  summarize  the  findings  of  the  Survey  of  Industry  Practice  conducted  for  the 
Study;  a  group  of  80  dealers  and  72  end-users  responded  to  a  questionnaire.  Appendix 
III  has  curiously  yet  to  be  released  by  the  Group  of  Thirty. 

For  a  more  detailed  explanation  of  the  Group-of-Thirty  Sponsored  Study,  see 
Appendix  H. 


2.         COMMODITY  FUTURES  TRADING  COMMISSION 

The  Conference  Report  for  the  Futures  Trading  Practices  Act  directed  the 
Commodity  Futures  Trading  Commission  (CFTC)  to  condurt  a  study  with  the 
cooperation  and  in  consultation  with  the  SEC  and  the  Federal  Reserve  on  the  risks,  size, 
scope,  and  so  forth  of  derivatives  and  on  the  need  for  regulation. 

On  October  25,  1993,  the  CFTC  released  the  above-referenced  study,  OTC 
Derivative  Markets  and  Their  Regulation,  as  required  by  the  Conference  Report  to 


"  la  the  Pbrwird  of  the  Siuiljr,  the  ChiiniMo  of  the  Group  of  Thirty.  Mr.  Piul  Vokfcer,  tutec  The  Retommcadations  for  the 
maiufemeat  of  dcnvitivc  activity  haw  the  unammout  ciKloneineBt  of  the  Steenof  Committee  |of  the  Study).   While  the  Study  haa 
been  tpotuored  and  tupported  by  the  Oioup  of  Thirty,  I  should  BOie  titat.  »  with  all  our  Rudy  (roup  leporu,  it  doea  not  reprcaent  as 
ofTtdal  view  of  the  Group  [of  Thirty|.   Nor  doe*  it  oetesaarily  leprcseat  the  vKwa  of  the  Group  of  Tliiny  nefflben  except  Ihoae  «ho 
Kived  on  the  Sleetin(  Coaiinittec.*  The  Chairman  of  the  Steenng  Committee  of  thu  Study  waa  Deoiut  Weathetnooe,  Chairman  of 
J.F.  Morpn. 
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accompany  P.L  102-546,  the  Futures  Trading  Practices  Act  The  information  provided 
by  the  Report  is  consistent  with  the  CFTCs  discretionary  authority  under  Section  8(b)  of 
the  CEA.^' 

The  CFTC  Report  provides  an  overview  of  derivative  products  found  in  today's 
marketplace  and  their  attendant  risks,  as  well  as  a  survey  of  regulatory  controls  and  risk 
management  practices  currently  in  effect  in  the  United  States.  In  its  recommendations, 
the  CFTC  Report  identifies  areas  of  concern  to  be  addressed  in  any  future  attempts  to 
impose  additional  legal  or  regulatory  safeguards  and  to  ensure  the  integrity  of  the  OTC 
derivative  markets.   Briefly,  the  CFTC  supports  cross-jurisdictional  regulatory 
coordination  on: 

•  Information  Access; 

•  Pricing,  Disclosure  and  Risk  Valuation  Issues; 

•  Internal  Controls;  and 

•  Qearing  Facilities  for  OTC  Derivatives. 

The  CFTC  supports  the  establishment  of  an  interagency  council  to  foster 
additional  regulatory  coordination  in  the  area  of  OTC  derivatives.  The  OCC  also 
suggested  recently  the  creation  of  a  task  force  to  address  certain  derivative  issues."* 
The  CFTC  also  set  forth  several  areas  for  future  consideration,  namely: 

•  Gearing  Facilities  for  Swaps; 

•  FDICIA  Netting  Eligibility; 

•  Risk  Management; 

•  Treasury  Amendment;  and 

•  Tax  Treatment. 

Various  proposals  for  the  development  of  clearing  facilities  for  swaps,  foreign 
currencies  and  other  types  of  OTC  derivatives  have  been  discussed.  The  CFTCs 
exemptive  provision  for  swaps  requires  that  proposals  for  multilateral  netting  facilities, 
other  than  those  limited  to  netting  of  payment  flows,  be  submitted  for  review  by  the 
CFTC.  Although  no  specific  proposals  for  swaps  clearing  facilities  have  yet  been 
submitted  to  the  CFTC,  the  CFTC  currently  has  under  review,  and  has  published  for 
public  comment,  two  exchange  p>etitions  which  may  raise  certain  related  issues.   Both 
petitions  contemplate  that  exchange  trading  and  clearing  of  transactions,  limited  to 
institutions  or  highly  accredited  individuals,  would  occur  on  a  largely  unregulated 
basis.*" 

The  CFTC  has  communicated  to  the  Federal  Reserve  its  support  for  extending 
the  netting  validity  provisions  of  FDICIA  to  panicipants  in  any  swaps  clearing  facility  the 


"'  Section  8(b)  of  the  CEA  peruint  to  conrKjenti«lity;  i.e.,  infonnation  conuioed  within  the  Report  hit  been  reviewed  for 
conrKlemial  nuierial  ind  does  not  compromise  privileged  infonnatioa. 

«*  Speech  of  Eugene  Ludwig,  CbmpUoUer  of  the  Currency,  before  the  Institute  of  Inlematkxul  Banken,  September  27.  1993. 

•"  Notice  of  PetitioM  for  Eiemptioot  ind  Request  for  Commenl,  M  Fed  Reg,  43,414  (August  16,  1993).  The  CTTC  notes  that 
issues  have  been  raised  regarding  whether  the  growth  of  unregulated  OTC  derivatrw  transactions  has  put  reguUted  futures  exchanges 
at  a  competitive  disadvantage.  The  CFTC  intends  to  examine  these  issues  closel,  as  pan  of  itt  consideration  of  these  euhange 
petitioos.  These  issues  will  also  be  examined  in  another  Coogressionally  mandated  study  on  competitK-eness  Utues  due  in  1994, 
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Commission  may  ultimately  approve. 


*2« 


The  CTTC  requested  and  received  authority  in  the  Futures  Trading  Practices  Act 
of  1992  to  obtain  information  concerning  the  activities  of  afGliates  of  FCMs  that  are 
likely  to  have  a  material  effect  on  the  financial  or  operational  condition  of  the  PCM. 
The  CFTC  is  proceeding  with  the  development  of  the  rules  to  implement  this  authority, 
in  consultation  with  the  SEC  and  the  Federal  Reserve. 

Recent  litigation  has  raised  issues  concerning  the  scope  of  the  Treasury 
Amendment"'  of  the  CEA.  The  CFTC  will  consider  recommending  to  Congress 
legislation  that  would  affirm  the  CFTCs  view  that  the  Treasury  Amendment  does  not 
extend  to  the  sale  of  futiu'es  options  on  foreign  currency  to  the  general  public.   For  some 
time,  the  CFTC  has  worked  to  eliminate  uncertainty  concerning  the  tax  treatment  of 
both  regulated  and  unregulated  derivatives  used  in  business  hedging.  This  uncertainty 
which,  according  to  the  CFTC,  has  interfered  with  the  efficient  utilization  of  a  wide 
variety  of  risk  management  strategies,  has  been  engendered  by  the  IRS's  interpretation 
of  the  Supreme  Court's  decision  in  Arkansas  Best  v.  Conmiissioner.  485  U.S.  212  (1988). 
Under  the  IRS  interpretation,  it  was  unclear  to  a  business  hedger  whether  the  tax 
treatment  on  the  gains  and  losses  arising  from  the  business  asset  or  liability  being  hedged 
would  be  consistent  with  the  tax  treatment  on  the  gains  or  losses  arising  from  the 
derivatives  forming  the  related  hedge  position.  The  CFTC  has  been  concerned  that  this 
situation  would  create  inefficiencies  and  drain  liquidity  from  the  futures  and  options 
markets. 

Since  April  1992,  the  CFTC  has  urged  members  of  Congress,  former  Secretary 
Brady  and  Secretary  of  the  Treasury  Lloyd  Bentsen  to  take  actions  to  clarify  the  tax 
treatment  of  business  hedges.  On  October  18,  1993,  the  Treasury  Department 
announced  temporary  and  proposed  regulations  to  address  this  issue.*  *  The  CFTC 
intends  to  review  closely  the  temporary  and  proposed  regulations  to  determine  if  written 
comment  on  the  regulations  is  warranted  to  alleviate  any  remaining  uncertainty  which 
might  adversely  affect  the  U.S.  derivatives  industry. 


3.         THE  PROMISEL  REPORT 

In  1991,  the  Governors  of  the  central  banks  of  the  Group  of  Ten  countries 
established  a  working  group  to  study  recent  developments  in  international  interbank 
relations.  The  group  was  asked  to  focus  on  the  role  and  interaction  of  banks  in 
nontraditional  markets,  notably  the  markets  for  derivative  instruments,  to  examine  the 
linkages  among  various  segments  of  the  interbank  markets  and  among  the  players  active 
in  them,  and  to  consider  the  concerns  to  which  these  aspects  might  give  rise.   What 
follows  is  a  summary  of  the  report's  (The  Promisel  Report)  main  findings. 


•"  ComnKnl  letter.  Federal  Rejervr  Board  Docket  No.  R.0801  djied  Auju«  20,  1993. 

**'  The  Treiiury  Amendment  to  the  CEA  (7  USC  |2)  ezdudet  from  CEA  covcrife  truoactioai  in  foreign  currency"  and  o«her 
speciried  rmaacial  instrumenu  'unka  nidi  tranuciioaf  involve  the  sale  thereof  for  future  delivery  conducted  on  a  board  o(  trade.* 

*"  Letter  from  Secreury  of  the  Treasury  Lloyd  Bentsen  to  the  Hooonbte  Dan  RostenkOMki,  Quinnaa,  Committee  on  Ways  and 
Means.  October  18,  1993. 
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TTje  Report  concluded  that  international  interbank  relations  have  undergone 
significant  changes  in  recent  years.   Most  notably,  financial  operations  involving 
derivative  instruments  have  significantly  altered  the  role  of  the  traditional  international 
interbank  deposit  markets.  Such  operations  have  strengthened  linkages  among  various 
sectors  of  the  financial  industry,  as  well  as  between  banks  and  non-fijaancial  firms. 
Market  participants  cited  several  important  driving  forces  behind  these  changes. 

•  Credit  concerns,  capital  constraints  and  the  advantages  of  derivative  instruments 
for  hedging  and  position-taking  purposes  have  contributed  to  a  relative,  and  in 
some  cases,  absolute  decline  in  activity  in  a  number  of  traditional  interbank 
markets.   By  contrast,  since  the  mid-1980s,  the  growth  of  turnover  and  volumes 
outstanding  in  markets  for  derivative  instruments,  including  OTC  markets  that 
offer  more  customized  products,  has  outpaced  the  growth  of  most  other  financial 
market  activity.  Banks  have  accounted  for  a  large  share  of  that  growth,  in  part  in 
their  role  as  suppliers  of  derivative  products  to  their  clients,  but  increasingly 
through  transitions  on  their  own  behalf  for  risk  management  and  position-taking 
purposes. 

•  The  heightened  concern  about  credit  risk,  reflecting  both  a  perception  of 
increased  default  risk  and  greater  difficulties  in  assessing  counterparties'  strength, 
has  led  many  banks  to  reduce  the  size  of  interbank  aedit  exposures  that  can  be 
authorized,  to  shorten  the  maturity  of  the  business  they  are  willing  to  take  on,  and 
to  limit  dealing  activities  that  yield  low  profits  but  give  rise  to  large  counterparty 
exposures.  As  a  result,  both  traditional  and  new  wholesale  market  businesses 
increasingly  concentrated  on  a  relatively  small  group  of  higher  rated  institutions, 
primarily  banks,  on  which  smaller  banks  have  become  more  dependent. 

•  The  complexity  of  risks  incurred  in  OTC  derivative  markets  means  that  firms 
wanting  to  participate  profitably  and  safely  in  them  must  have  at  their  disposal 
advanced  hardware  and  software  systems  and  highly  skilled  individuals.  These 
requirements  have  contributed  further  to  the  concentration  of  more  complex 
transactions  on  the  books  of  a  small  number  of  players,  not  all  of  which  are 
banks. 

•  The  increased  concentration  of  funds  in  certain  types  of  institutions  that  trade 
actively  has  increased  the  ability  of  some  large  players  individually  and  collectively 
to  affect  market  prices.  Because  of  the  resulting  increase  in  risks,  in  many 
markets,  less  capital  is  devoted  to  the  market-making  funaion  relative  to  overall 
capital  put  at  risk  in  them.   Market-making  has  become  increasingly  concentrated 
in  firms  that  p>ossess  the  size  and  expertise  required  to  handle  the  risks  profitably. 

•  Linkages  between  markets  have  been  greatly  strengthened  by  the  more  rapid 
dissemination  of  information,  the  increased  use  of  derivative  products  and  the 
more  widespread  use  of  complex  instruments  and  strategies  that  span  many 
market  segments.  At  the  same  time,  the  presence  of  the  same  small  set  of  key 
players  in  most  of  the  wholesale  markets  has  deepened  linkages  among  the 
participating  institutions. 

The  Report  also  stated  that  the  changing  nature  of  international  interbank 
operations  has  significantly  altered  the  risk  environment  facing  banks.  Additionally,  the 
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assessment  of  counterparty  risks  is  now  considerably  more  difficult  The  complexity  of 
risk  encountered  in  banks'  derivative  operations  also  presents  major  challenges,  as  does 
the  management  of  intra-day  credit  exposures  and  settlement  positions  that  have  arisen 
as  a  result  of  the  increase  in  wholesale  market  trading.  Market  risk,  by  contrast,  is  said 
to  be  more  manageable  now  than  in  the  past,  owing  to  the  efforts  firms  have  made  in 
recent  years  to  control  these  risks  through  the  use  of  derivative  instruments  or  other 
techniques.  Participants  have  responded  to  changes  in  their  risk  environment  by 
upgrading  risk  management  capabilities;  however,  there  is  no  single  agreed  best  practice 
and,  at  many  firms,  significant  gaps  remain  between  the  desired  capabilities  of  risk 
management  systems  and  the  systems  actually  in  operation,  reflecting  in  most  cases  the 
significant  cost  involved  in  implementing  them. 

The  Report  indicated  that  to  keep  pace  with  the  r^idly  changing  financial 
environment,  market  participants,  individually  and  collectively,  need  to  develop  further 
the  procedures  and  infrastructures  required  to  monitor  and  control  risks.  The  Report 
offered  three  primary  measures  to  achieve  this: 

•  Properly  designed  netting  arrangements  can  reduce  risks.  In  particular,  legal 
uncertainties  involving  the  enforceability  of  netting  arrangements  should  be 
addressed. 

•  Market  participants  and  central  banks  should  encourage  efforts  aimed  at 
improving  and  achieving  some  harmonization  of  accounting  and  reporting 
practices  with  respect  to  off-balance  sheet  instruments. 

•  Cooperative  efforts  should  be  encouraged  to  resolve  uncertainties  with  respect  to 
the  laws  affecting  financial  markets  in  individual  countries  and  the  application  of 
various  laws  to  international  financial  activities. 

Finally,  the  Promisel  Reix>rt  concluded  that  the  rapidly  changing  environment  also 
presents  new  challenges  to  the  traditional  roles  of  central  banks  in  fostering  financial 
market  stability.  In  order  to  play  an  effective  supporting  role  in  further  reducing  risks, 
central  banks  need  to  continue  to  further  develop  their  understanding  of  the  nature  of 
derivative  activities  and  of  the  risks  faced  individually  and  colleaively  by  all  participants 
in  these  financial  markets. 


4.         INSTITUTE  OF  INTERNATIONAL  FINANCE 

In  1992,  the  Bank  for  International  Settlements  (BIS)  published  the  Promisel 
Rejwrt,"'  which  encouraged  the  banking  industry  to  communicate  its  suggestions  for  the 
supervision  of  their  derivative  activities.   Member  banks  of  the  Institute  of  International 
Finance  (IIF)  welcomed  the  encouragement  of  the  Promisel  Report,  and  took  the 
initiative  to  describe  prudent  practices  that  would  help  reduce  derivative-related  risks 
without  adversely  impaaing  on  the  market's  function  and  flexibility.  The  banks  hoped 
that  by  articulating  their  views  through  the  forum  of  the  IIF,  they  might  contribute  to  the 


•"  Repott  Prepaiol  by  ■  WoridBf  Group  exublttbed  by  the  Central  Bukt  of  the  Group  at  Ten  Countnes,  'Receat  Oewlopcneati 
in  Intenutioaal  Intcrtxanli  Retotiont."  Bank  for  Intenutionjl  Settltmtnti.  Batle.  October  1992. 
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international  public  policy  debate  while  also  providing  guidance  to  all  banks  participating 
or  planning  to  participate  in  the  derivative  markets.  The  banks  also  hoped  to  dispel  any 
misperceptions  concerning  their  derivative  activities  and  the  related  management 
controls  that  currently  exist 

Also  in  1992,  a  task  force  on  bank  derivative  activities,  composed  of  senior  bank 
managers  from  European,  Japanese  and  U.S.  banks  was  formed  at  the  HF.   In  May  1993, 
the  task  force  released  recommendations  on  four  key  issues  in  conjunction  with  the 
Promisel  initiative  and  the  responses  from  lEF-member  banks.  What  follows  is  a 
summary  of  the  IIF  task  force  reconmiendations; 


RECOMMENDATION  #1:  Internal  Controls 

The  IIF  task  force  agreed  with  the  Promisel  Report  that  all  participants  in  the 
derivative  markets  must  have  strong  internal  control  systems.  A  commitment  to  such 
systems  requires  strong  and  clear  policies  in  two  distinct  areas. 

a.  Risk  Management:  Banks  participating  in  the  task  force  strongly  confirmed  that 
internal  trading  limits  exist  for  certain  market  risks.  Banks  also  agreed  that  credit  limits 
should  be  set  for  collateralized  transactions.   Furthermore,  all  participating  banks  agreed 
that  senior  trading  and  credit  policy  executives  should  meet  on  a  regular  basis  to  review 
limits  set  for  derivative  risks.  This  may  include  discussion  of  contingency  plans  for 
market  disruptions.  Informal  discussions  should  occur  daily  in  deteriorating  credit 
quality  or  market  situations.  The  banks  underscored  the  importance  of  regular 
communication  between  risk  managers,  and  affirmed  that  regular  and  open  channels  of 
communication  should  exist  between  front  and  back  office  managers  in  order  to  ensure 
that  accurate  records  of  transactions,  trading  limits,  and  credit  limits  are  kept.  Such 
communication  would  decrease  the  operational  risk  that  undocumented  trades  or 
inaccurate  record-keeping  could  occur,  thereby  undermining  credit  and  trading  limits. 
Internal  controls  to  cover  operational  risks  should  seek  to  ensure  integrity  of  data  entry, 
accuracy  of  front  office  pricing,  prompt  documentation  of  transactions,  compatibility  of 
front  and  back  office  systems  and  databases,  and  continuity  of  staff.   Regular  and  open 
communication  between  headquarters  and  affiliates  is  also  indispensable. 

b.  Risk  Assessment:  Banks  in  the  task  force  believe  that  an  open  and  flexible 
approach  to  technical  risk  assessment  methods  will  encourage  innovation  and  will  enable 
market  discipline  to  reward  the  most  efficient  market  participants.  The  banks  emphasize 
that  the  methods  for  dividing  and  measuring  risk  are  evolving  at  a  very  fast  pace.   Rather 
than  prescribing  specific  risk  measurement  methods  which  may  soon  become  obsolete, 
banks  beheve  that  the  proper  regulatory  focus  should  instead  be  on  evaluating 
management's  ability  to  create  a  risk-sensitive  environment  and  to  identify  and  adapt  to 
technological  and  analytical  developments. 


RECOMMENDATION  #2:  Netting 

Banks  participating  in  the  IIF  task  force  strongly  endorsed  the  use  of  netting 
arrangements  as  a  method  of  reducing  derivative-related  risks.  Derivative  market 
participants  currently  use  various  types  of  netting  arrangements  such  as  obligation  netting 
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(netting-by-novation),  payment  netting  and  close-out  netting.  The  legal  enforceability  of 
the  latter  two  types  of  netting  arrangements  has  been  questioned,  thereby  impairing  the 
ability  of  banks  to  rely  on  netting  arrangements  to  reduce  their  credit  exposures  for 
capital  adequacy  purposes.  The  banks  strongly  endorsed  the  Promisel  Report's  call  for 
increased  legal  certainty  needed  to  enforce  netting  arrangements.  Properly  designed 
netting  systems  can  alleviate  concerns  about  expanding  counterparty  risks  by  (a) 
screening  participants,  (b)  setting  realistic  exposure  limits,  and  possibly,  (c)  requiring 
collateral  to  support  transactions.  This  is  true  for  both  bilateral  and  multilateral  systems. 

RECOMMENDATION  #3:  Capital  Adequacy 

Banks  participating  in  the  IIF  task  force  continue  to  believe  that  the  Basle  Capital 
Accord  provides  an  adequate  and  uniform  measure  of  capital  adequacy  for  CTedit  risk. 
However,  they  also  believe  that  the  Accord  should  be  refined  to  reflect  changes  in 
banking  services  since  the  Accord  was  agreed  to  in  1988.  The  task  force  believes  that 
the  current  capital  framework  overestimates  some  credit  risks  presented  by  banks'  off- 
balance  sheet  activities  in  three  ways:  Rrst,  the  Accord  recognizes  only  obligation  netting 
(netting-by-novation)  as  a  method  for  reducing  counterparty  aedit  exposures.  By 
requiring  banks  to  hold  capital  against  their  gross  exposures,  the  Accord  significantly 
overestimates  the  true  CTedit  risk  and  capital  necessary  to  cover  that  risk.   Second,  the 
banks  believe  that  the  capital  framework  is  insufficiently  sensitive  to  durational  elements 
in  off-balance  sheet  financial  instruments.   Banks  suggest  that  the  maturity  structure 
should  be  refined  to  include  more  precise  time  bands  than  currently  exist.  Third,  the 
Accord  uses  notional  principal  amounts  of  the  underlying  instrument  as  one  of  two  bases 
against  which  banks  may  hold  risk-based  capital.  This  aeates  a  misleading  and  excessive 
measure  of  CTedit  risk  for  derivative  transactions. 

The  task  force  also  believes  that  the  Accord  underestimates  the  capital  that  banks 
currently  hold  to  cover  these  activities,  because  the  framework  does  not  recognize  capital 
allocations  made  to  cover  market  risk.   With  inweased  use  of  innovative  financial 
instruments,  banks  have  adapted  their  CTedit  policy  processes  to  include  analysis  of 
market  risks  inherent  in  these  instruments.  This  has  led  some  banks  in  the  task  force  to 
set  aside  "economic"  capital  to  cover  the  risks  and  costs  of  derivative  transactions  in  a 
number  of  innovative  ways.  Such  market  risk  capital  allocations  have  been  developed  in 
response  to  a  need  to  manage  derivative  risks  prudently,  rather  than  as  a  response  to 
sf)ecific  regulatory  rules. 

•  RECOMMENDATION  #4:  Disclosure 

The  necessary  corollary  to  reliance  on  strong  management  systems  is  the  ability  to 
assess  relevant  information  for  internal  analysis.  Banks  on  the  IIF  task  force  believe  that 
their  CTedit  analysis  would  benefit  from  inCTeased  and  more  uniform  counterparty 
disclosures  concerning  derivative  artivities.   Banks  also  believe  that  inCTeased  disclosures 
would  serve  systemic  stability,  as  market  participants  would  be  obliged  to  undergo  more 
stringent  market  scrutiny.   Banks  recognize  that  the  momentum  for  uniform  disclosure  of 
derivative  activities  is  growing,  and  that  many  jurisdiCTions  already  require  a  great  deal  of 
disclosure  from  banks  concerning  their  off-balance  sheet  activities. 
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5.         GENERAL  ACCOUNTING  OmCE 

In  1992,  requests  were  made  to  the  General  Accounting  OfBce  to  examine  issues 
surrounding  derivative  activities.  Several  members  of  Congress  were  involved,  in  some 
context  or  another,  with  these  inquiries.  They  included  Senator  Rieglc,  and 
Representatives  Gonzalez,  Markey  and  Leach. 

The  GAO  is  currently  in  the  process  of  preparing  their  report,  which  is  expected 
to  be  released  in  1994. 


6.         BANK  OF  ENGLAND 

In  April  1993,  the  Bank  of  England  published  Derivatives:  Report  of  an  Internal 
Working  Group.  The  Report  provides  the  findings  and  recommendations  of  an  internal 
working  group  on  derivatives  set  up  by  the  Bank  of  England.  The  group  was  given  the 
specific  task  of  focusing  on  derivative  activities  in  London,  the  associated  risks  at  UK 
banks,  and  the  supervisory  and  central  bank  issues  related  to  this  topic. 

The  working  group  selected  19  institutions  as  a  basis  for  their  inquiry,  comprising 
of  10  banks,  5  securities  firms,  2  institutional  investors,  and  two  corporate  treasurers.   Of 
the  banks,  6  were  UK  institutions  as  opposed  to  foreign  subsidiaries  or  branches.  All  of 
the  banks  and  securities  firms  were  active  in  derivatives,  although  a  number  of  the  banks 
were  not  yet  major  players  in  the  field  of  derivatives. 

The  two  substantive  recommendations  provided  by  the  Bank  of  England  report 
are  1)  "that  research  on  the  relative  price  volatility  and  liquidity  of  cash  and  derivative 
markets  should  be  conducted,  with  a  view  to  improving  our  understanding  of  the 
increasing  links  between  financial  markets,  and  their  f>otential  systemic  imphcations,"  and 
2)  "that  the  Bank  [of  England],  in  consultation  with  the  BIS,  considers  which  data  on 
exchange-traded  and  OTC  derivative  markets  it  is  desirable  to  collect  for  the  purposes  of 
examining  market  size  and  the  degree  of  concentration,  and  subsequently  considers 
establishing  a  survey  of  the  derivative  markets  comparable  to  that  already  conducted  for 
foreign  exchange  activity." 


7.         INTERNATIONAL  MONETARY  FUND 

In  August  1993,  a  staff  team  from  the  International  Monetary  Fund  (IMF) 
published  a  study  entitled  The  Growing  Involvement  of  Banks  in  Derivative  Finance 
Challenge  for  Financial  Policy.  The  study  provided  an  overview  of  the  derivative 
markets,  the  risks  associated  with  these  markets,  and  the  instruments  traded  therein. 
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ISDA 

International  Svaps  &.  Derivatives  Association,  Inc. 

Membership  List 

X   ABN-AMRO  BarJC  N.V. 

2  AIG  ?inancial  Prcxlucts  Corp. 

4  Alllod  Zrlati  BaziXe  pic 

5'  Austxalia  &  N«w  Zaaland  Banking  Sroup  Ltd. 

7  BFG  Bank,  AG 

•  BHT   Bank 

9  Prcbon  Yauon*  OSA  Inc. 

10  Banca  CRT  *  Cassa  di  Risparmio  d«  Torino 

IX  Banca  commerclaie  Italians 

12  Banca  Nazionala  del  Lavoro 

13  Banca  del  Gottardo 

14  Banco  BiiDao  vizcaya,  S.A. 

15  Banco  Santander 
Ifi  Banco  di  NapcH.  _ 

17  MeesPierson  N.v. 

18  Bank  of  America 

19  Bank  of  Boston 

2U  Bank  of  Ireland  Group  Treasury  Ltd. 

21  Bank  of  Montreal 

22  Bank  of  New  York 

2 J  Bank  of  Nova  Scotia 

24.   Bank  of  Tokyo  Capital  Markats  Limitod 

25  Bank  of  Tokyo,  Ltd. 

26  Bankarc  Trust  Intomational ,  Linitad 
37  Banquo  Indo»uos 

28  BKP  Capital  Markata  Ltd. 

29  Barclays  do  Zooro  wocia  Ltd. 

30  Baring  Srorhers  &  Co.,  Ltd. 
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32  Bayvrlsche  Landesbanic  Qirosentral* 

33  Oaycrisoh*  V«r«la9baak  AO 

34  OmuCf    Stvoriw  t  Co.  Inu. 

35  Berliner  Bank  Aktiangasallschaft 

36  CARIPLO  -  Cassa  dl  Risparmio  delle  Provlnclo 

37  CaisiH*  Natiunalc  do  Credit  Aijrluole 
36  Canadian  Inperial  BanX  of  Coaaerce 

40  Chase  Manhattan  Bank 

41  dienical  Bank 

42  Christiania  Bank 

43  Citibank,  N.A. 

44  cofirl  servizi  rinanziari  spA 

45  Conxierzbank  AG 

46  Conmonvealth  Bank  of  Australia 

4/  compagnia  Flnanclere  de  L'Union  Buropeene 

48  Cenfedoration  Troacury  Sarvicos  T.^mjted 

49  ContiiMntal  Bank,  N.A. 

50  cradit  coaaarcial  d«  trance 

51  Credit  Lyonnaie 

52  Credit  Suiase  7inanoial  Produota 

53  DO  Bank  Deutsche  oenoaaenachaftsbank 

54  DKB  Financial  Products,  Inc. 
99  Dai-Ichi  Kangyo  Bank,  Ltd. 

96  oalva  BaxiK,  lilalcea 

97  Dalva  Europe  Bank  pic 

98  oen  Danske  Bank 
b9  oeurscne  uanx 

60  Dresdner  Bank  AG 
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Ci  Zlt   rrading  O.A. 

62  Euro  Brokers  Capital  Mar)ceta  Inc. 

63  FUTACOR 

64  Standard  C3iarr*r«d  Bank 

6^  First  National  BanJt  of  Chicago 
66 'Fuji  Banlc  Ltd. 

67  fuji  Capital  HarXets  Corp. 

68  Garvin  GuyButlftr  Corp. 

69  General  Re  Financial  Products  Corp. 
.'0  Gir ©credit  aanJc  AG  der  spar3cacsen 
72  Coldnen  Sachs  6  Co. 

74  Land*«ban)c  H«6e«n-Thu«L-ing«n  Ciro2«ntral« 
/s  nill  ^aauel  tsan)c  i<td. 

76  Midland  Global  Market e 

77  IBJ  International 

78  Industrial  BanX  of  Japan,  Limited 

79  industrleXredltbank  AC-Deu-usctie  IndustriebanX 
«c  Intoroapital  IroXorc  Ltd. 

81  Istituto  Bancario  San  Paolo  cti  Torino  S.p.A. 

82  istituto  Hobiliare  italiano 

33  J.  Henry  Schroder  wagg  «  co.  Llaited 

84  Kidder,  Peabody  &  Co.  incorporated 

85  Kleinwort  Benson  Ltd. 

86  kaahi   Bank,  Ltd. 

87  Lehman  Brothers 

88  Lloyds  BanX  Pic 

80  Long-Tora  Credit  Bank  of  Japan,  Ltd. 

90  Martin  Bierbaua  (Italia)  Spa  -  S.i.a. 

91  Maryland  National  Bank 


819 


92  Mellon  BanX.  K.A. 

94  M«rrill  Lynch  i  Co.  Inc.,  Ltd. 

96  Nitaubiahl  Capital  Narkat  Sarvicaa,  Inc. 

97  Kltflubifihl  Truat  and  BanJclng  Corp. 

98  Mitsui  Trust  &  Banking  Co.  Ltd. 

99  Morgan  Granfall  «  Co.,  Ltd. 

100  J.».    Xorgan  Secniritlos  X.t:d. 

101  Morgan  Stanlay  «  Co.  Inc. 

102  N.N.  Rothschild  ft  Sena  Liaited 
xu^i  Macxasc  capiral  narXacs  i^t:d. 

104  National  Bank  of  Canada 

105  NationsBank 
100  IMG  sank 

107  NiKXo  securities  co.,  Ltd. 
lOi   nlppen  crodlt  Bank,    Ltd. 

109  Nosnira  capital  services  inc. 

110  }ferddaut8eh8-Landasbank^irsear>trftl« 

111  NorincHuJcin  Bank 

112  Norinuhukin  Intarnational  pic 

113  Irtemational  Capital  Harkats,  S.I.K. ,  Spa 
115  Paribas  Capital  Markets  Group 

117  Prudential  Global  Funding  Inc. 

118  Rabobank  Nedarland 

119  BnpnMin  Mifinnil  linV  nf  Hnw  YnrV 

120  Royal  Bank  of  Canada 

121  Royal  Bank  of  Scotland 

122  S.G.  Warburg  6- Co i  Ltd-. 

123  Sakura  Bank  Liaited 

124  Sakora  Global  Capital 
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iwb  Salomon  arocnorc  xnc. 

126   5«nv«  Bank,  Ltd. 

137  Oanvft  Pinaneial  Pgo€L%i«»»  0«i  If«P* • 

128  Saudi  iRtamatlonal  Bank 

129  3hoko  Chukin  Bank 

130  tinskilda  Corporate 

131  sociate  octnarala 

132  Sunitoino  Bank  Capital  Markets,  Inc. 

133  sunltomo  Bank,  Limit ad 

134  sumitono  Trust  and  banking  Co.,  Ltd. 

135  Svenska  Randal sbanken 

136  SwedBank 

137  SWISS  Bank  Corporation  (Canada) 

138  Swiss  Volksbank 

139  Tokai  Bank,  Ltd. 

140  Toronto  Dominion  Bank 

141  Tradition  (NA)  Inc. 

142  Trinkaus  &  Burkhardt  KGaA 

143  UBS  SacuritiAs  Inc. 

144  Unibank  A/S 

145  W«etd«utsch«  Lanasbank  Giroaontrala 

146  Wastpac  Banking  Corporation 

147  Wood  Oundy,  Inc. 

148  Yasaicbi  Sectiritiea  Co.,  Ltd. 
140  Yasuda  Truat  l   Banldng  Co.,  Ltd. 

150  Enron  Risk  Management  Services  Corp. 

151  Sanca  di  Roma  8. p. A. 

152  Bank  of  cootland  Trcaoury  Corvloea  PLC 

153  N«w  Japan  sacurlties  Co.,  Ltd. 
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154  Pirat  union  aanx  or  worm  Carolina 

155  Banco  Espanol  d*  credlto  s.a.  (BAinESTO) 

156  CEDEF  Capital  Services  SA 

157  K.w.  Kars&all  «  coapany  Llaitsd 

158  .Caiss*  das  Depots  et  Consignations 

159  Creditanstalt-Banlcverftin 
«oi  tjgnatla  BanX 
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Derivatives  by  type 

National  banks 


$  Billions 
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Derivatives  by  type* 
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'  in  billions  of  dollars 


Source:  Call  Reports 
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Use  of  Derivatives  by  Savings  Assogutions 
Industry  Trends  and  Developments 


Less  than  half  of  all  savings  associauons  use  denvative  financial  products.  Aboui  42  per- 
cent of  the  savings  institutions  use  mongage  dcnvauvcs,  while  less  than  8  percent  use  off- 
balance  sheet  dcnvauves. 

Gff-Balance-Sheet  Derivatives 

Interest  rate  swaps  are  the  most  common  type  of  off-balance  sheet  item  used  by  savings 
associaiioiis  (107  insutuiions).  Few  insuiuuons  hold  options  (51  instiiuuons)  or  futures  (18 
institutions)  (figure  1). 

FIGURE  1 

Few  Savings  Associations  Hold  Off-Balance-Sheet  Derivatives 

(S€pumber  30.  1 992)  Number  of  Thrifts 
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Source:  OTS  Thrift  Financial  Recwns 


The  notional  amount  of  off-balance-sheet  posiuons  of  savings  associations  was  S44  bil- 
lion as  of  September  30,  1992.  The  largest  instiiuuons  are  the  pnniary  users  of  off-baiance- 
shcei  derivatives.  Less  than  one  percent  of  Insiituuons  with  under  SlOO  million  in  assets  use 
off-balance  sheet  derivatives,  but  more  than  one-half  of  those  with  assets  exceeding  SI  bil- 
lion use  then  (figure  2). 

About  five  percent  of  the  industry.  107  savings  associations,  had  swap  iransactions  out- 
standing as  of  September  30,  1992,  with  a  total  notional  amount  of  S30  billion.  Although 
the  notional  amount  of  swaps  outstanding  is  large,  the  notional  amount  is  not  a  meaningful 
measure  of  risk  exposure,  because  it  says  litde  aoout  their  economic  value. 
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FIGURE  2 


Large  Savings  Associations  Use  Off-Balance*Sbeet 
Derivatives  More  than  Small  Associations 
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The  notional  amount  of  options  positions  held  by  the  industry  totaled  S7.7  billion  at  the 
end  of  the  third  quaner  of  1992.  Long  options  positions  involve  no  risk  of  loss  beyond  the 
purchase  pnce.  although  any  over-the-counter  options  arc  subject  to  counterparty  risk.  Short 
options  positioris  have  no  counterpany  risk,  but  potentially  large  volatility.  Savings  associa- 
tions hold  nearly  three  times  as  nruny  long  options  positions  as  shon  options  positions. 

Futures  positions  of  the  industry  totaled  about  S6  billion  in  notional  amount.  Because 
futures  contracts  are  marked-io-market  daily,  and  paymcnis  are  guaranteed  by  the  cleanng- 
housc.  there  is  virtually  no  counterparty  risk. 

Industry  holdings  of  off-balance-sheet  denvatives  have  shown  no  clear  trend  over  the 
past  4  years.  Total  notional  amount  of  off-balance -sheet  derivatives  fell  from  S50  billion  m 
December  1989  to  less  than  S40  billion  in  December  1991,  before  rising  back  to  about  S44 
billion  in  September  1992  (figure  3). 
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APPENDIX  C 


Multilateral  Netting;  Possible  Approach  for 
Supervisory  Treatment  at  Some  Future  Date 


A.         GENERAL  CONSIDERATIONS 

Multilateral  netting  is  designed  to  extend  the  benefits  of  netting  to  cover 
contracts  which  originate  with  any  of  a  group  of  counterparties  that  participate  in  the 
netting  arrangement,  instead  of  with  just  a  single  counterparty  as  in  bilateral  netting. 
This  can  be  achieved  in  practice  by  netting  all  transactions  that  originate  bilaterally 
through  a  central  counterparty  ~  a  clearinghouse. 

The  legal  techniques  for  achieving  this  netting  may  vary,  but  the  result  will  be 
that  for  every  eligible  transaction  agreed  by  a  pair  of  members,  the  clearinghouse 
would  be  interposed  as  the  common  legal  counterparty  to  each  member,  and  the 
members  would  have  no  obligations  towards  each  other  under  the  deal.    For  each 
member,  the  clearinghouse  would  maintain  a  running,  legally  binding  net  position  in 
each  currency  and  each  value  date  eligible  for  netting,  all  subject  to  a  binding  netting 
agreement  between  the  member  and  the  clearinghouse.    Thus,  for  each  member  of 
the  clearinghouse,  multiple  transactions  that  originate  with  many  counterparties  can  be 
amalgamated  and  netted.    As  a  result,  in  a  well-designed  multilateral  netting  scheme, 
exposures  would  generally  be  a  firaction  of  those  that  would  arise  in  a  non-netting 
environment. 

If  a  clearinghouse  member  defaults,  a  foreign  exchange  clearinghouse  would 
have  to  replace  the  cash  flows  that  the  defaulting  member's  portfolio  of  foreign 
exchange  contracts  would  have  produced.    It  would  establish  immediately  how  much  it 
should  pay  to,  or  claim  from,  the  defaulting  member,  which  would  be  the  replacement 
value  of  the  member's  portfolio.    In  the  event  of  a  claim  on  the  defaulter, 
clearinghouse  members  would  have  to  cover  the  shortfall,  since  the  clearinghouse  may 
have  very  limited  resources  of  its  own. 

Losses  could  be  recovered  from  the  membership  in  different  ways.    In  a 
"defaulter-pays"  (or  centralized)  clearinghouse,  each  member  would  be  obliged  to  post 
collateral  equal  to  its  own  net  debit  with  the  clearinghouse.    In  the  event  of  a 
member's  default,  the  clearinghouse  would  seize  the  defaulting  member's  collateral  to 
cover  the  amount  in  default.    In  a  "survivors-pay"  (or  decentralized)  clearinghouse,  a 
loss  allocation  rule  would  apply  to  the  non-defaulting,  surviving  members.    For 
example,  losses  could  be  allocated  in  proportion  to  a  measure  of  the  surviving 
members'  bilateral  relationship  to  the  defaulting  member,  such  as  notional  bilateral 
exposures  to  the  defaulting  member.' 


'  Noliooil  biUlenl  cxpocures  thie  twm  (he  biUunI  tranxactionf  thai  ori(inatia(  mcmben  submit  to  the  detrinfbousc  for 
nettia(,  and  repreacnt  the  bilateral  pocitioiK  that  «c«iM  have  loulted  in  the  abtencc  of  multilaienl  netting.    They  are  notional 
(and  have  no  lepl  standing)  since  once  the  inmaction  is  accepted  for  aettinf  by  the  dcahnfhousc,  it  becomes  the  lepl 
counteipaity  to  each  member. 
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However,  as  a  practical  matter,  it  could  be  misleading  to  make  a  strong 
distinction  between  the  "survivors-pay"  and  the  "defaulter-pays"  models.    In  practice, 
multilateral  netting  schemes  could  be  a  hybrid  of  these  models.    That  is,  members 
would  be  obliged  to  reimburse  the  clearinghouse  for  losses  according  to  a 
predetermined  loss  allocation  rule,  but  losses  to  be  allocated  to  survivors  would  be 
reduced  in  the  first  instance  by  collateral  posted  by  the  defaulting  member.    In 
addition,  even  nominal  defaulter-pays  schemes  must  include  an  allocation  rule  for 
losses  in  the  event  that  a  defaulter's  posted  collateral  is  inadequate  to  cover  its  net 
debit,  for  whatever  reason. 

The  Lamfalussy  Report  sets  out  six  minimum  standards  for  netting  schemes 
(See  Appendix  10).    Multilateral  netting  arrangements  will  be  expected  to  have, 
among  other  things,  safeguards  to  address  settlement  risk  in  a  responsible  manner, 
including  risk  controls  such  as  internal  limits,  adequate  and  reliable  liquidity  support, 
and  appropriate  technical  back-up  facilities.    The  adherence  of  multilateral  schemes  to 
these  standards  will  be  monitored  by  central  banks  and  other  relevant  authorities. 
However,  each  national  supervisor  whose  banks  belong  to  a  multilateral  netting 
arrangement  should  be  satisfied  that  the  standards  are  met  before  extending 
supervisory  recognition  to  the  netting  performed  under  the  scheme. 


B.         CAPITAL  REQUIREMENTS  UNDER  MULTILATERAL  NETTING 


1.  Capital  Requirements  for  Current  Exposure 

Under  any  multilateral  netting  arrangement,  there  must  be  an  agreed  formula 
whereby  any  losses  suffered  by  the  clearinghouse  from  the  default  of  any  of  the 
members  would  be  allocated  to  other  members,  even  if  the  possibility  of  loss  for  the 
clearinghouse  is  remote  as  a  result  of  comprehensive  collateral  arrangements.    This 
formula  will  provide  the  current  exposure  for  each  member.    It  appears  that  the 
multilateral  foreign  exchange  netting  arrangements  now  being  developed  will  rely  on 
procedures  that  would  allocate  the  sharing  of  a  loss  pro  rata  according  to  the  pattern 
of  notional  bilateral  claims  on  the  defaulting  member.    That  is,  if  a  member's  default 
(or  close-out)  caused  a  replacement  loss  to  the  clearinghouse,  a  bank  would  be 
allocated  a  loss  share  in  proportion  to  its  notional  bilateral  exposure  to  the  defaulting 
(or  closed-out)  member.    If  the  clearinghouse  requires  collateral,  the  loss  to  be 
allocated  would  be  the  residual  loss  (the  amount  by  which  the  replacement  loss 
exceeded  the  value  of  the  collateral). 

A  starting  point  would  be  to  regard  a  bank's  current  exposure  as  the  sum  of 
the  loss  shares  that  it  would  be  allocated  in  the  event  of  the  default  (or  close-out)  of 
each  clearinghouse  member  to  which  it  had  a  notional  bilateral  exposure,  after 
factoring  in  the  use  of  collateral  available  to  the  clearinghouse.^    The  sum  of  the  loss 


In  the  cue  of  •  cicahngboute  that  on  a  daily  baiit  marks  all  outsuodini  conlractx  to  market  and  collects  from  its 
members  daily  loues  and  pays  out  to  its  members  daily  gains  (i.e.,  collects  and  pays  variation  margin),  the  capiul  Ircatmenl 
would  be  consistent  with  that  of  exchange-traded  instrvments  -  specifically,  no  capiul  would  be  requiird. 
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shares  provides  an  analogous  treatment  with  non-netted  contracts.    In  the  case  of  non- 
netted  contracts,  the  exposure  is  the  sum  of  the  exposure  to  the  potential  default  of 
each  counterparty.    Of  course,  the  effect  of  multilateral  netting  will  tend  to  lower  this 
exposure. 

At  this  time,  the  Basle  Committee  has  not  reached  conclusions  about  the  level 
of  capital  requirements  that  should  be  attached  to  this  measure  of  current  exposure. 
This  question  will  be  kept  under  review  in  the  light  of  the  continuing  development  of 
the  multilateral  foreign  exchange  netting  initiatives  and  their  oversight  by  central 
banks  and  other  relevant  authorities.    In  due  course,  further  consultation  will  be 
needed. 


2.  Capital  Reqairements  for  Potential  Future  Exposure 

The  capital  requirements  under  consideration  by  the  Committee  would  also 
require  a  charge  for  potential  future  exposure.    However,  potential  future  exposure  for 
a  member  of  a  multilateral  netting  facility  would  be  determined  by  a  combination  of 
the  evolution  of  underlying  rates  and  prices,  the  changing  pattern  of  clearinghouse 
exposure  to  other  members,  and  the  loss  allocation  procedure  in  place.    A  highly 
simplified  approximation  will  be  required  to  determine  the  add-ons  needed  to  cover 
the  resulting  exposure. 


C.        RISK  WEIGHTS  FOR  THE  CLEARINGHOUSE 

Banks  will  have  exposure  to  the  clearinghouse  for  example  through  funding  and 
liquidity  back-up,  to  which  a  risk  weight  would  need  to  be  applied.    Consistent  with 
the  Accord,  the  weight  applicable  to  claims  on  a  clearinghouse  would  be  the  normal 
100%  private-sector  weighting,  unless  the  clearinghouse  is  incorporated  as  a  bank  and 
becomes  subject  to  bank  supervisors'  rules,  in  which  case  a  20%  weight  would  be 
appropriate,  or  the  host  government  or  central  bank  has  given  a  clear  and 
unequivocal  guarantee  for  all  of  its  obligations,  in  which  case  a  zero  weight  would  be 
justified. 
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APPENDIX  D 


Mlnimom  Standards  for  Netting  Schemes 
Set  Oot  by  the  Lamfalassy  Report 


1)  Netting  schemes  should  have  a  well-founded  legal  basis  under  all  relevant 
jurisdictions. 

2)  Netting  scheme  participants  should  have  a  clear  understanding  of  the  impact  of 
the  particular  scheme  on  each  of  the  financial  risks  affeaed  by  the  netting 
process. 

3)  Multilateral  netting  systems  should  have  dearly-defined  procedures  for  the 
management  of  credit  risks  and  liquidity  risks  which  specify  the  respective 
responsibilities  of  the  netting  provider  and  the  participants.    These  procedures 
should  also  ensure  that  all  parties  have  both  the  incentives  and  the  capabilities 
to  manage  and  contain  each  of  the  risks  they  bear  and  that  limits  are  placed 
on  the  maximum  level  of  credit  exposure  that  can  be  produced  by  each 
participant 

4)  Multilateral  netting  systems  should,  at  a  minimum,  be  capable  of  ensuring  the 
timely  completion  of  daily  settlements  in  the  event  of  an  inability  to  settle  by 
the  participant  with  the  largest  single  net-debit  position. 


timely  compleuon  ot  daily  settlements  in  tne  event  ot  ai 
the  participant  with  the  largest  single  net-debit  position. 


5)  Multilateral  netting  schemes  should  have  objective  and  publicly-disclosed  criteria 
for  admission  which  permit  fair  and  open  access. 

6)  All  netting  schemes  should  ensure  the  operational  reliability  of  technical 
systems  and  the  availability  of  back-up  facilities  capable  of  completing  daily 
processing  requirements. 
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APPENDIX  E 


Proposed  Amendment  to  the  1988  Capital 
Accord  for  Bilateral  Netting 

The  language  below  would  replace  page  30  of  the  1988  Capital  Accord  in 
respect  of  the  recognition  of  bilateral  netting  for  the  purpose  of  calculating  capital 
requirements. 

Careful  consideration  has  been  given  to  the  issue  of  bilateral  netting,  i.e., 
weighting  the  net  rather  than  the  gross  claims  arising  out  of  swaps  and  similar 
contracts  with  the  same  counterparties.'    The  [Basle]  Committee  is  concerned  that  if  a 
liquidator  of  a  failed  counterparty  has  (or  may  have)  the  right  to  unbundle  netted 
contracts,  demanding  performance  on  those  contracts,  there  is  no  reduction  in 
counterparty  credit  risk.    Accordingly,  it  has  been  agreed  that: 

•  Baiiks  may  net  transactions  subject  to  novation  under  which  any  obligation 
between  a  bank  and  its  counterparty  to  deliver  a  given  currency  on  a  given 
value  date  is  automatically  amalgamated  with  all  other  obligations  for  the  same 
currency  and  value  date,  legally  substituting  one  single  amount  for  the  previous 
gross  obligations. 

•  Banks  may  also  net  transactions  subject  to  any  legally  valid  form  of  bilateral 
netting  not  covered  in  (A),  including  other  forms  of  novation. 

•  In  both  cases  (A)  and  (B),  a  bank  will  need  to  satisfy  its  national  supendsor 
that  it  has:^ 

(1)  A  netting  contrart  or  agreement  with  the  counterparty  which  aeates  a 
single  legal  obligation,  covering  all  included  transactions,  such  that,  in  the  event  of  a 
counterparty's  failure  to  perform  due  to  default,  bankruptcy  or  liquidation,  the  bank 
would  have  a  claim  or  obligation  respectively,  to  receive  or  pay  only  the  net  value  of 
the  sum  of  unrealized  gains  and  losses  on  included  transactions; 

(2)  Written  and  reasoned  legal  opinions  that,  in  the  event  of  a  legal  challenge, 
the  relevant  courts  and  administrative  authorities  would  find  the  bank's  exposure  to  be 
such  a  net  amount  under: 

(i)  the  law  of  the  jurisdiction  in  which  the  counterparty  is  chartered  and,  if 
the  counterparty  is  a  branch  of  a  foreign  bank,  then  also  under  the  law 
of  the  jurisdiction  in  which  the  branch  is  located; 


'  Paymentt  nettini,  which  a  designed  to  reduce  the  operational  cxxu  of  daily  settlemenu,  will  not  be  recognized  in  the 
capital  framewotfc  since  the  counterpany's  groa  obliptiom  are  noc  in  any  way  afTecled. 

^  In  caiet  where  an  agreement  as  described  ia  (A)  has  already  been  recogniied  prior  to  the  efTect  of  this  amendment  to  the 
Accord,  the  supervisor  will  determine  whether  any  additional  steps  consistent  with  the  requirements  below  are  necessary  to  satisfy 
itself  of  the  legal  validity  of  the  agreement 
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(U)       the  law  that  governs  the  individual  transactions;  and 

(ill)     the  law  that  governs  any  contract  or  agreement  necessary  to  affect  the 
netting. 

The  national  supervisor,  after  consultation  when  necessary  with  other  relevant 
supervisors,  must  be  satisfied  that  the  netting  is  enforceable  under  the  laws  of  each  of 
the  relevant  jurisdictions;^  and 

(3)  Procedures  in  place  to  ensure  that  the  legal  characteristics  of  netting 
arrangements  are  kept  under  review  in  the  light  of  possible  changes  in  relevant  laws. 

For  banks  using  the  current  exposure  method,  credit  exposure  on  bilaterally 
netted  forward  transactions  will  be  calculated  as  the  sum  of  the  net  marked-to-market 
replacement  cost,  if  positive,  plus  an  add-on  based  on  the  notional  underlying 
principal.*    The  scale  of  add-ons  to  apply  will  be  the  same  as  those  for  non-netted 
transactions  as  set  out  in  this  Appendix.    The  [Basle]  Committee  will  continue  to 
review  the  scale  of  add-ons  to  make  sure  they  are  appropriate.    In  the  case  of  foreign 
exchange  contracts  and  other  similar  contracts,  in  which  notional  principal  is 
equivalent  to  cash  flows,  total  notional  principal  would  be  determined  by  reference  to 
the  pays  or  receipts  with  the  netting  counterparty  on  each  value  date,  after  taking 
account  of  netting  of  amounts  falling  due  on  each  value  date  in  the  same  currency. 
The  reason  for  this  is  that  offsetting  contracts  in  the  same  currency  maturing  on  the 
same  date  will  have  lower  potential  future  exposure  as  well  as  lower  current  exposure. 

The  original  exposure  method  may  also  be  used  for  transactions  subject  to 
netting  agreements  which  meet  the  above  legal  requirements  until  market  risk-related 
capital  requirements  are  implemented,  at  which  time  the  original  exposure  method 
will  cease  to  be  available  for  netted  transactions.    The  conversion  factors  to  be  used 
during  the  transitional  period  when  calculating  the  credit  exposure  of  bilaterally  netted 
transactions  will  be  as  follows: 


Maturity 

Interest  Ralfi 
Contracts 

Exchange  Rat? 
Contracts 

<  1  year 

0.35% 

1.5% 

1-2  years 

0.75% 

3.75% 

Each  addi- 
tional year 

0.75% 

2.25% 

These  factors  represent  a  reduction  of  approximately  25%  from  those  on  page 
29  of  the  Accord. 


Thut,  if  any  of  these  supervison  it  ditutUTied  about  enforceability  under  iu  laws,  the  netting  contract  or  agreement  will 
not  meet  this  condition  and  neither  counterparty  could  obtain  supervisory  beneRt 

Supervisors  will  take  care  to  ensure  that  the  add-ons  arc  based  on  effective  rather  than  apparent  notional  amounts. 
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APPENDIX  F 
Framework  for  Applying  Capital  Requirements  to  Maricet  Risks 


Two  issues  need  to  be  addressed  in  determining  a  capital  standard.    The  first 
is  to  calculate  how  much  capital  would  be  required  to  support  varying  portfolios  of 
op>en  positions  in  debt  securities,  equities  and  foreign  exchange,  including  related 
derivative  products.    The  second  is  to  define  how  these  capital  charges  should  be  met. 

1.  Capital  Requirements 

The  capital  charges  proposed  for  debt  securities  and  equities  would  apply  to 
the  current  market  value  of  items  in  banks'  trading  books.'    Trading  positions  are 
understood  to  mean  the  bank's  proprietary  positions  in  financial  instruments^  which 
are  taken  on  with  the  intention  of  benefitting  in  the  short-term  from  actual  or 
expected  differences  between  their  buying  and  selling  prices  or  of  hedging  other 
elements  of  the  trading  book,  or  which  are  held  for  short-term  resale,  or  in  order  to 
execute  a  trade  with  a  customer.    Inclusion  in  or  exclusion  of  items  from  the  trading 
book  would  be  in  accordance  with  objective  procedures  including,  where  appropriate, 
accounting  standards  in  the  institution  concerned,  such  procedures  and  their  consistent 
implementation  being  subject  to  review  by  the  relevant  supervisory  authority. 

Items  not  covered  by  these  criteria,  for  example  those  which  are  not  integral  to 
the  trading  book,  would  continue  to  be  subjert  to  the  present  capital  requirements  for 
credit  risk  as  set  out  in  the  1988  Accord.    The  Basle  Committee  determined  that  it 
also  seems  reasonable  to  allow  banks  to  exclude  from  their  trading  books  derivative 
products  which  are  taken  on  explicitly  to  hedge  positions  in  the  banking  book.    The 
members  of  the  Basle  Committee  intend  to  carefully  monitor  the  way  in  which  banks 
allocate  financial  instruments  between  the  trading  book  and  other  accounts  and  will 
seek  to  ensure  through  the  examination  process  or  other  means  that  no  abusive 
switching  designed  to  minimize  capital  requirements  occurs.    In  particular,  they  will  be 
vigilant  in  seeking  to  prevent  "gains  trading"  in  respect  of  securities  which  are  not 
marked  to  market  through  which  banks  improve  their  short-term  profitability  by 
realizing  accrued  profits  and  deferring  the  realization  of  losses.    The  Basle  Committee 
will  seek  to  clarify  over  time  the  appropriate  distinction  between  the  trading  book  and 
the  other  business  of  banks. 

The  proposals  for  debt  securities  and  equities  are  based  on  the  so  called 
"building-block"  approach  which  differentiates  specific  risk  requirements  from  those  for 
general  market  risk.    Specific  risk  is  the  risk  of  loss  caused  by  an  adverse  price 
movement  of  a  security  (or  a  derivative  product  linked  to  it)  due  principally  to  factors 


The  pidpouls  for  rorcign  exchange  risk  are  designed  to  apply  lo  banks'  tola]  cumncy  pocitions.  some  of  which  wouM  be 
reported  at  book  value. 

Including  positions  in  derivaiive  products  and  interest  rate  instruments. 
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related  to  the  issuer  of  the  security.    General  market  risk  is  the  risk  of  loss  caused  by 
an  adverse  market  movement  unrelated  to  any  specific  security. 

The  proposals  for  foreign  exchange  risk  are  intended  to  apply  specifically  to 
banks,  but  they  could  equally  well  be  used  by  other  institutions.    There  is  a  two-step 
approach  to  the  measurement  of  the  risk  here.    The  first  task  is  to  measure  the 
exposure  in  each  currency,  where  the  main  challenge  is  to  decide  how  to  treat 
derivatives  involving  foreign  currency  risk,  especially  options.    The  second  task  is  to 
measure  the  risks  inherent  in  a  mix  of  long  and  short  positions  in  different  currencies. 

While  the  present  proposals  cover  the  position  risk  in  foreign  exchange,  debt 
securities  and  equities,  they  do  not  address  counterparty  credit  risk.    However,  the 
1988  Accord  already  covers  the  aedit  risk  in  some  OTC  derivatives  by  calculating  the 
replacement  cost  of  the  contract,  measured  as  the  current  mark-to-market  value  (if 
positive)  plus  an  "add-on"  to  reflect  the  potential  increase  in  the  exposure  over  the 
remaining  life  of  the  contract. 

Each  bank  affected  by  these  proposals  would  be  expected  to  monitor  and 
report  the  outstanding  position  for  each  category  of  risk  against  which  a  capital 
requirement  would  be  applied.    The  bank's  overall  minimum  capital  requirement 
would  be: 

(1)  The  existing  credit  risk  requirements  for  the  banking  business,  e.g.,  loans, 
investments  and  the  counterparty  risk  on  over-the-counter  derivatives; 

(2)  The  capital  charges  for  debt  and  equity  securities  in  the  trading  portfolio 
as  subsequendy  described  further  in  this  section;  and 

(3)  The  charges  for  foreign  exchange  risk  also  described  later  in  this  section. 

The  market  risk  proposals  could  result  in  a  higher  or  lower  aggregate  capital 
requirement  than  those  to  which  banks  are  already  subject  under  the  present  credit 
risk  framework,  depending  on  the  risk  profile  of  the  individual  institution.    In  the  case 
of  debt  securities  and  equities  held  in  the  trading  book,  the  proposed  market  risk 
charges  would  substitute  for  the  credit  risk  weights  presently  applied  to  the  balance- 
sheet  assets.    Whether  this  would  lead  to  higher  capital  charges  on  balance  would 
depend  on  the  pattern  of  each  bank's  book  and  on  the  category  of  issuer.    A  bank 
with  well-hedged  positions  or  with  significant  holdings  of  high  grade  corporate  debt 
securities  could  well  have  a  lower  capital  requirement  than  at  present.   The  measure 
in  respect  of  foreign  exchange  risk  would  in  principle  be  additive  in  the  sense  that  no 
compensating  reduction  in  aedit  risk  is  being  proposed. 

Although  regular  reporting  would  in  principle  take  place  only  at  intervals  (in 
most  countries  quarterly),  banks  would  be  expected  to  manage  the  market  risk  in 
their  trading  portfolio  in  such  a  way  that  the  capital  requirements  would  be  met  on  a 
continuous  basis,  i.e.,  at  the  dose  of  each  business  day.    Supervisors  have  at  their 
disposal  a  number  of  effective  measures  to  ensure  that  banks  do  not  "window-dress" 
by  showing  significantly  lower  market  risk  positions  on  reporting  dates.    Banks  would 
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also,  of  course,  be  expected  to  maintain  strict  risk  management  systems  to  ensure  that 
intra-day  exposures  are  not  excessive. 

In  the  belief  that  all  risks  should  be  captured  when  they  arise,  the  Basle 
Committee  proposed  that  all  transactions,  including  forward  sales  and  purchases, 
should  be  reported  on  a  trade  date  basis.    If,  however,  its  use  would  not  produce  a 
material  difference,  the  Committee  suggested  that  national  authorities  could  choose  to 
allow  settlement  date  re[>orting,  so  long  as  this  was  on  a  continuous  basis. 


2.  Satisfying  the  Capital  Charges 

Once  the  capital  charges  have  been  calculated,  the  second  step  is  to  defme 
how  those  requirements  can  be  satisfied.    The  definition  of  capital  for  banks  set  out 
in  the  1988  Accord  differs  from  the  definition  of  capital  commonly  used  for  securities 
firms  and  from  the  definition  of  capital  in  the  ECs  Capital  Adequacy  Directive.    This 
can  be  justified  by  the  nature  of  the  risks  stemming  from  traditional  banking  activities 
and  the  nature  of  the  risks  stemming  from  trading  activities.    In  particular,  banks' 
assets  are  often  illiquid  and  not  easily  marked  to  market,  and  therefore  are  typically 
reported  at  book  vaJue.    This  treatment  is  consistent  with  the  inherent  going-concern 
nature  of  banking,  in  which  recognizing  short-term  fluctuations  in  the  value  of  assets 
held  for  the  long-run  is  generally  inappropriate.    In  contrast,  trading  positions  are 
marked  to  market  frequently,  reflecting  the  shorter-term  nature  of  these  positions  and 
the  market  risk  to  which  they  are  exposed.    Capital  requirements  for  market  risk  thus 
tend  to  be  far  more  volatile  than  those  for  credit  risk  and  a  more  flexible  source  of 
capital  may  be  considered  appropriate. 
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Risk  of  Holding  or  Taking  Positions  in  Debt  Securities 

and  Equities  in  the  Trading  Account 
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APPENDIX  G 


Basle  Committee  Framework  for  Measuring  the  Risk 

of  Holding  or  Taking  Positions  in  Debt  Securities 

and  Equities  in  the  Trading  Account 


The  Basle  Committee  has  proposed  a  minimum  capital  standard  to  cover  the 
risk  of  holding  or  taking  pK)sitions  in  debt  securities  in  the  trading  account.    The 
minimum  capital  requirements  would  be  expressed  in  terms  of  two  separately 
calculated  charges,  one  applying  to  the  "specific  risk"  of  each  security,  whether  it  is  a 
short  or  a  long  position,  and  the  other  to  the  interest  rate  risk  in  the  portfolio, 
termed  "general  market  risk,"  where  long  and  short  positions  in  different  securities  or 
instruments  could  be  offset.    The  capital  charge  for  specific  risk  would  be  designed  to 
protect  against  an  adverse  movement  in  the  price  of  an  individual  security.    Capital 
requirements  for  general  market  risk  would  be  designed  to  capture  the  risk  of  loss 
arising  from  changes  in  market  interest  rates. 


1.  Debt  Derivatives 

It  is  proposed  to  include  in  the  measurement  system  those  debt  derivatives  and 
off-balance  sheet  instruments  which  react  to  changes  in  interest  rates  and  thus  affect 
the  reporting  institution's  exposure  to  market  risk.    This  would  include  FRAs,  futures 
and  options  on  debt  instruments,  interest  rate  and  cross-currency  swaps  and  foreign 
exchange  positions.    A  similar  methodology  would  apply  to  other  option-like  products, 
such  as  caps,  floors,  and  options  on  futures  or  swaf>s.    In  principle,  all  derivatives 
(except  for  those  held  outside  the  trading  book)  would  be  converted  into  positions  in 
the  relevant  underlying  and  become  subject  to  the  proposals  for  applying  specific  and 
general  market  risk  under  the  building-block  methodology. 

The  Basle  Committee  has  also  proposed  a  minimum  capital  standard  to  cover 
the  risk  of  holding  or  taking  positions  in  equities  and  equity  derivatives  in  the  trading 
account.    As  with  debt  securities,  it  was  proposed  that  the  minimum  standard  for 
equities  should  be  expressed  in  terms  of  the  so  called  "building-block"  approach.    This 
means  that  the  overall  capital  requirement  would  consist  of  separately  calculated 
charges  for  the  "sf)ecific"  risk  of  holding  a  long  or  short  position  in  an  individual 
equity,  and  for  the  "general"  market  risk  of  holding  a  long  or  short  position  in  the 
market  as  a  whole.    Specific  risk  has  some  parallels  with,  but  is  broader  than,  credit 
risk  in  the  sense  that  it  exists  whether  the  position  is  long  or  short.    General  market 
risk  is  the  risk  of  a  broad  market  movement  unrelated  to  any  specific  securities. 

It  was  proposed  that  the  building-block  approach  should  apply  in  the  following 
manner.    The  minimum  standard  would  be  expressed  in  terms  of  a  "x  plus  y"  formula, 
in  which  "x,"  denoting  specific  risk,  would  apply  to  the  reporting  institution's  gross 
equity  positions  (i.e.,  the  sum  of  all  long  equity  positions  and  of  all  short  equity 
positions)  and  "y,"  or  general  market  risk,  would  apply  to  the  difference  between  the 
sum  of  the  longs  and  the  sum  of  the  shorts  (i.e.,  the  overall  net  position  in  an  equity 
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market). 


In  setting  appropriate  charges  for  the  "x  plus  y"  formula,  the  Basle  Committee 
proposed  that  ^e  charge  for  Y  should  be  8%  of  the  net  open  position.    This  number 
was  reached  on  the  basis  of  analysis  in  collaboration  with  securities  regulators  of  the 
price  volatility  of  the  principal  equity  indices  in  the  major  markets. 

The  criteria  for  determining  the  "x"  factor  for  specific  risk  need  to  reflect  the 
diversification  of  the  portfolio  and  the  extent  to  which  it  contains  liquid  and 
marketable  stocks.    It  is  important  to  ensure  that  a  relatively  high  V  faaor  applies 
unless  the  portfolio  is  both  liquid  and  well-diversified.    It  is  proposed  that  an 
appropriate  V  factor  in  the  absence  of  any  such  assurances  should  be  8%. 

Although  the  Basle  Committee  accepts  that  a  lower  V  factor  should  apply  for 
major  institutions  whose  portfolios  are  liquid  and  diversified,  it  has  proven  extremely 
difficult  to  define  liquidity  and  diversification  in  a  sufficiently  tight  manner  to  be  used 
for  establishing  a  common  minimum  standard. 


2.  Eqoity  Derivatives 

The  Basle  Committee  proposed  to  include  in  the  measurement  system  equity 
derivatives  and  off-balance  sheet  positions  which  are  affected  by  changes  in  equity 
prices.    This  would  include  futures  and  options  on  both  individual  equities  and  on 
equity  indices,  as  well  as  instruments  with  option-like  characteristics  such  as  options 
on  futures  and  warrants.    In  principle,  all  derivatives  (except  for  those  held  outside 
the  trading  book)  would  be  converted  into  positions  in  the  relevant  underlying  and 
become  subject  to  the  proposals. 
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Discussion  of  the  Group  of  Thirty  Report 
Derivatives:  Practices  and  Principles 
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APPENDIX  H 

GROUP  OF  THIRTY-SPONSORED  REPORT  ~ 
DERIVATIVES:  PRACTICES  AND  PRTNCIPLFS 

The  Group  of  Thirty^  sponsored  a  study  on  derivatives  entitled  Derivatives: 
Practices  and  Principles  (the  "Study")  released  on  July  21,  1993.^  The  authors  of  the 
repon  included  senior  managers  from  firms  that  are  dealers  and  end-users  of  derivatives, 
and  individuals  from  the  related  legal,  accounting,  and  academic  disciplines.  Those  who 
participated  in  the  preparation  of  the  Study  were  from  North  America,  Europe  and 
Japan.  The  Study  focuses  almost  exclusively  on  Over-the-Counter  (OTC)  derivatives,  vs. 
exchange-traded  derivatives.' 

The  Study  consists  of  a  Recommendation  section  which  sets  forth  20 
recommendations  for  industry  practitioners  and  4  reconunendations  for  legislators  and 
regulators.  The  Study  also  contains  an  Overview  of  Derivatives  Activity,  and  three 
Appendices. 

The  Overview  of  Derivatives  section  defines  derivatives  and  discusses  the  related 
risks  and  risk  management.  The  Overview  also  discusses  the  uses  of  derivatives,  includes 
examples  of  such  use,  and  quantifies  the  growth  and  composition  of  derivatives  activity. 

The  Appendices  contain  the  Study's  detailed  background  materials.   Appendix  I 
contains  the  six  working  papers  that  form  the  basis  of  the  Study  and  whose  jmalysis 
supports  the  Recommendations.   Appendix  II  is  a  compilation  of  legal  memoranda 
discussing  issues  of  enforceability  in  the  jurisdictions  in  nine  countries.   Appendix  III 
summarizes  the  findings  of  the  Survey  of  Industry  Practice  conducted  for  the  Study;  a 
group  of  80  dealers  and  72  end-users  responded  to  a  questionnaire. 

The  Recommendations  focus  on  risk  management  practices  of  practitioners  and 
on  promoting  harmonization  and  clarification  of  the  legal,  tax,  and  accounting  standards 
currently  applied  to  derivatives  activity.  The  Forward  to  the  Study  states:  "As  private 
participants  in  derivatives  activity,  the  authors  of  the  Study  deliberately  intruded  little  on 
the  domain  of  the  regulators.  That  is  perhaps  most  apparent  in  the  virtual  absence  of 
comment  about  the  appropriate  level  of  capital  requirements,  an  issue  currently  under 
regulatory  review.   Plainly,  the  authors  believe  that  the  amount  of  capital  needed  to 
support  derivatives  exposure  is  a  matter  of  judgment  for  individuals  institutions. 


'  An  inlcmaiioiul  puwl  baud  in  Wuhington,  DC  of  industry.  legaUnd  academic  representatives,  tuppoited  by  the  major  institutional 
panicipanu  m  the  |lobtI  fmanrial  markets. 

'  In  the  Forward  of  (be  Study,  the  Oiainnan  of  the  Croup  of  Thirty,  Mr.  Paul  Volker,  suies:  The  Recommendations  for  the 
management  of  derivatives  activity  have  the  unanimous  endorsement  of  the  Steering  Committee  (of  the  Study).  While  the  Study  has  been 
sponsored  and  supported  by  the  Group  of  Thirty,  I  should  note  that,  as  with  all  our  study  group  reporu.  it  does  not  represent  an  omcial 
view  of  the  Group  (of  Thirty].  Sor  does  it  necessanly  represent  the  views  of  the  Group  of  Thirty  members  except  tho«e  who  served  on 
the  Steering  Committee.'  The  Chairman  of  the  Steering  Commmee  of  ihis  Study  was  Dennis  Weaiherstone,  Chairman  of  J  P  Morgan 

'  OTC  derivatives  are  cusiomued  derivatives,  not  traded  on  organized  exchanges.  OTC  derivatives  include  all  swap*,  most  forwards. 
and  some  opiioni.  Exchange-traded  derivatives  are  sundardized  denvaiives  traded  on  organized  exchanges,  and  include  all  futures,  add 
most  options. 
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depending  upon  their  appetite  for  risk  and  their  ability  to  measure  and  manage  it.  That 
belief  is  not  necessarily  inconsistent  with  the  view  of  the  regulators,  who  see  the  problem 
from  a  systemic  perspective  and  conclude  that  certain  minimum  capital  standards  are 
appropriate  as  well." 

Regarding  the  regulation  of  derivatives  activity,  the  Forward  to  the  Study 
continues  by  stating:  The  general  attitude  of  the  Study  towards  of  regulation  is  plain: 
derivatives  by  their  nature  do  not  introduce  risks  of  a  fundamentally  different  kind  or  of 
a  greater  scale  than  those  already  present  in  the  financial  markets.   Hence,  systemic  risks 
are  not  appreciably  aggravated,  and  supervisory  concerns  can  be  addressed  within 
present  regulatory  structures  and  approaches.  Where  the  official  priority  should  be 
placed,  in  the  view  of  the  Study,  is  in  clarifying  legal  uncertainties,  and  resolving  legal 
inconsistencies  between  counties,  that  may  impede  risk  reduction  procedures  such  as 
netting." 

The  Introduction  to  the  Study  further  discusses  regulation  of  derivatives  by 
stating:  "Banking  supervisors  have  conducted  several  studies  into  the  implications  of 
derivatives  for  the  financial  system.  None  of  these  studies  concluded  that  derivatives 
significantly  increase  systemic  risk  but  neither  did  they  find  cause  for  complacency  ...  this 
Study  does  not  conclude  that  any  fundamental  changes  in  the  current  regulatory 
framework  such  as  separate  regulation  of  this  aaivity,  are  needed.   Separate  regulation 
of  global  derivatives  would  be  at  cross-purposes  with  the  existing  framework  of 
supervision,  with  its  focus  on  the  common  risks  contained  in  derivatives  and  traditional 
instruments.  There  is  also  a  danger  in  imposing  regulatory  formulas  that  inhibit  new 
product  innovation  or  discourage  firms  from  developing  the  individualized,  robust  risks 
management  systems  on  which  they  should  rely." 


Recommendations  for  Dealers  and  End-Users 

The  20  Recommendations  for  Dealers  and  End-Users  of  derivatives  are  set  forth 
below.  A  brief  discussion  on  each  recommendation  includes  the  general  level  of  industry 
compliance  with  such  recommendations  based  upon  the  Survey  of  Industry  Practice  (the 
"Survey")  conducted  for  the  Study.*  A  group  of  80  dealers  and  72  end-users  responded 
to  the  Survey  questioimaire.  For  a  detailed  discussion  of  the  recommendations,  please 
refer  to  the  Study. 

General  Policies 

Reconunerujntim  I:  77k  Role  of  Semor  Management  -  Dealers  and  end-users  should 
use  derivatives  in  a  numner  consistent  with  the  overall  risk  numagemertt  and  capital  policies 
approved  by  their  boards  of  directors.   These  polides  should  be  reviewed  as  business  and 
market  circumstances  change.  Polides  governing  derivatives  use  should  be  clearfy  defined. 


*  ll  thould  be  noted  thai  (be  resulu  of  the  survey  are  based  on  the  number  of  firms  who  comply,  lepidless  of  each  Tirm's  volume  of 
activiiy.  Since  the  w>lumeof  activity  is  coocentnied  in  a  smaller  number  of  finns,  the  compliance  rate  if  based  on  volume  of  activity  nfould 
fcncnlly  be  lii|lier  (baa  thai  which  is  quoted  in  the  tcpon. 
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mchidmg  the  purposes  for  whkh  thex  transactions  en  to  be  undertaken.  Senior 
management  should  approve  procedures  and  controls  to  implement  these  policies,  and 
management  at  tdl  levels  shoitld  enforce  them. 

It  was  stated  by  the  authors  of  the  Study  in  several  presentations  that  this 
recommendatJoQ  is  the  recommendation  with  the  liighest  priority." 


Valuation  and  Market  Risk  Management 

Recommendation  2:  Marking  to  Market  -  Dealers  should  mark  their  derivatives 
positions  to  market,  on  at  least  a  daHy  basis,  for  risk  management  purposes. 

According  to  the  Survey,  the  practice  of  marking  to  market  daily  is  widespread 
among  dealers. 

Recommendation  3:  Market  Valuation  Methods  -  Derivatives  portfolios  of  dealers 
should  be  valued  based  on  mid-market  levels  less  specific  adjustments,  or  on  appropriate  bid 
or  of^  levels.  Mid-market  valuation  adpjstmerits  shouM  allow  for  expected  fiOure  costs  such 
as  unearned  credit  spread,  dose-out  costs,  investing  and  funding  costs,  and  administrative 
costs. 

According  to  the  Survey,  a  wide  range  of  practices  concerning  the  mark-to- 
market  method  and  the  use  of  adjustments  are  used.  The  most  commonly  used 
adjustments  are  for  credit  and  administrative  costs. 

Recommendation  4:  Identifying  Revenue  Sources  -  Dealers  shouki  measure  the 
components  of  revenue  regularly  and  in  sufficient  detail  to  uruierstand  the  sources  of  risk. 

The  Survey  indicates  that  few  dealers  identify  individual  sources  of  revenue. 

Recommendation  5:  Measuring  Market  Risk  -  Dealers  should  use  a  conastent 
measure  to  calculate  daHy  the  market  risk  of  their  derivatives  positions  and  compare  it  to 
nwirket  risk  limits. 

•  Market  risk  is  best  measured  as  \>alue  at  risk'  using  probability  arudysis 
based  upon  a  common  confiderux  interval  (e.g,  two  standard  deviations) 
arui  time  horizon  (e.g,  one-day  exposure.) 

•  Components  of  market  risk  that  should  be  considered  across  the  term 
structure  include:  absolute  price  or  rate  change  (delta);  convexity  (gamma); 
volatility  (vega);  time  decay  (theta);  basis  or  correlation;  and  discount 
rate  (rho). 
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"Value  at  risk*  is  defined  in  the  Study  as  the  expected  loss  from  an  adverse 
market  movement  with  a  specified  probability  over  a  particular  period  of  time.  For 
example,  with  97 J%  probability  (a  'confidence  interval"  of  97.5%),  corresponding  to 
calculations  using  about  two  standard  deviations,  a  value  at  risk  figure  is  designed  to 
predict  that  any  change  in  portfolio  value  over  one  day  resulting  from  an  adverse  market 
movement  will  not  exceed  a  specific  amount.  Conversely,  there  is  a  2.5%  probability  of 
experiencing  an  adverse  change  in  excess  of  the  calculated  amount 

According  to  the  Study,  once  a  method  of  risk  measurement  is  in  place,  market 
risk  limits  must  be  decided  based  on  factors  such  as:  management  tolerance  for  low 
probability  extreme  losses  versus  higher  probability  modest  losses,  capital  resources, 
exp>ected  profitability^  and  business  strategy. 

The  Survey  suggests  that  most  dealers  know  and  consider  some  or  all  of  the 
components  of  market  risk.  However,  the  use  of  one  consistent  measure  of  market  risk, 
such  as  value  at  risk,  is  more  prevalent  among  large  dealers.' 

Recommendadon  6:  Stress  Simulations  -  Dealers  should  ruffdoify  perfcwm  dnuilaHnru 
to  determme  how  their  portfoUos  would  perform  under  stress  concUtions. 

The  Study  suggests  that  the  stress  scenarios  should  include  not  only  abnormally 
large  market  swings  but  also  periods  of  prolonged  inactivity. 

The  Survey  indicates  that  some  stress  testing  is  being  conducted,  mainly  by  large 
dealers,  and  that  broader  usage  is  planned.' 

RffTf^mTlfTrfflrfffW  7:  Investinf  and  Fundirtg  Fnn^nxt^  .  /Vafarr  thr^iM  pj^nntHmny 

forecast  the  cash  investing  and  fonding  requirements  arising  foom  their  derivative  portfolios. 

The  Survey  indicates  that  at  present,  half  of  the  responding  dealers  are  conducting 
forecasts  of  cash  investing  and  funding  requirements. 


Fir(?"\'nn{k^'0^  fk  In^pendent  Market  Risk  Management  •  Dealers  should  have  a 
market  risk  management  fonction  with  clear  independence  arut  authority,  to  ensure  that  the 
following  responsibilities  are  carried  out: 

•  The  development  of  risk  limt  policies  and  the  monitoring  of  transactions 
and  positions  for  adherence  to  these  policies.   (See  Recommendation  5.) 

•  The  desipi  of  stress  scenarios  to  measure  the  impact  of  market  conditions, 


'  For  commentt  made  by  regulaton  on  market  risk  disclosure,  tee  the  discussion  of  Qucstioa  #13  posed  to  tegulalon  by  Rep.  Leach. 
*  Fbr  coffimeols  made  by  irgulalon  rcprding  stress  tests,  see  the  discussion  of  Question  #16  paced  to  regulaton  by  Rep.  Leach. 
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however  improbable,  that  might  cattse  market  gaps,  voUrtQity  swings,  or 
disruptions  of  major  relationships,  or  migfu  reduce  Uquidity  in  the  face  of 
unfavorable  market  linkages,  concentrated  market  making  or  credit 
exhaustion.  (See  Recommendation  6.) 

•  The  deaffi  of  revenue  reports  quantifying  the  contribution  of  various  risk 
components,  and  of  market  risk  measures  such  as  value  at  risk.   (See 
Recommendations  4  and  5.) 

•  The  monitoring  of  variance  between  the  actual  volatility  of  portfolio  value 
and  that  predicted  by  the  measure  of  market  risk. 

•  The  review  and  approval  of  pricing  models  and  valuation  systems  used  by 
front  and  back-office  personnel,  and  the  development  of  reconciliation 
procedures  if  different  systems  are  used 

The  Study  states  that  the  growth  of  activities  in  derivatives  and  other  financial 
instruments  has  led  many  firms  to  establish  market  (and  credit)  risk  management 
functions  to  assist  senior  management  in  establishing  policies  and  procedures  applicable 
to  various  activities. 

According  to  the  Survey,  a  large  majority  of  dealers  already  have  such  a  function 
in  place,  and  over  50%  of  those  that  do  not  plan  to  establish  one  in  the  near  futxire. 


Recommendation  9:  Practices  by  End- Users  -  As  appropriate  to  the  ruzture,  size,  and 
complexity  of  their  derivatives  activities,  end-users  should  adopt  the  same  valuation  and 
market  risk  maruigement  practices  that  are  recommended  for  dealers.   Specifically,  they 
should  consider  regularly  marking  to  market  their  derivatives  transactions  for  risk 
numagement  purposes;  periodically  forecasting  the  cash  investing  arul  funding  requirements 
arising  from  their  derivatives  transactions;  and  estabUshing  a  clearly  independent  arui 
authoritative  function  to  design  and  assure  adherence  to  prudent  risk  Urriits. 

The  Study  states  that  derivatives  are  customer-specific  positions,  often  designed  to 
offset  precisely  the  market  risk  of  an  end-user's  business  f>osition.   End-users  should 
establish  the  performance  assessment  and  control  procedures  that  are  appropriate  for  the 
nature  and  scale  of  their  derivatives  aaivities. 

Less  than  half  of  those  end-users  surveyed  currently  mark  their  derivatives  hedges 
to  market  for  risk  management  purposes.  About  half  plan  to  do  so. 


Credit  Risk  Measurement  and  Management 

Recommendation  10:  Measuring  Credit  Exposure  -  Dealers  and  end-users  should 
measure  credit  exposure  on  derivatives  in  two  ways: 
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•  Current  exposure,  which  is  the  replacement  cost  of  derivatives  transactions, 
that  is,  their  market  value. 

•  Potential  exposure,  which  u  an  estimate  of  the  future  replacement  cost  of 
derivatives  transactions.  It  should  be  calculated  using  probabiSty  anafysis 
based  upon  broad  confidence  intervals  (e,g^  two  standard  deviations)  over 
the  remaining  terms  of  the  transactions. 

The  Survey  shows  that  dealers  use  several  different  methods  for  calculating  credit 
exposures.  These  include:  the  BIS  original  and  current  exposure  methods,  used  by  one- 
third  of  all  dealers;  methods  based  on  worst-case  scenarios  applied  to  each  transaction, 
used  by  about  a  quarter  of  dealers  and  expeaed  to  become  the  most  common  in  the 
futures;  and  methods  that  rely  upon  tables  of  faaors,  used  by  almost  40%  of  dealers. 
End-users  tend  to  rely  on  simpler  methods  primarily  based  on  notional  amounts. 


Recommen^iation  U:  Afgregating  Cntiit  F^pmnpr  •  Credit  exposures  on  derivatives, 
and  an  other  credit  exposures  to  a  counterparty,  should  be  aggregated  taking  into 
consideration  enforceable  netting  arrangements.  Credit  exposures  should  be  '•"'"iMfd 
regularfy  arul  compared  to  credit  limits. 

If  netting  applies,  the  current  exposure  is  the  sum  of  positive  and  negative 
exposures  on  transactions  in  the  portfolio. 

The  Survey  suggests  that  most  dealers  monitor  gross  credit  use  against  limits. 
Aggregating  current  and  potential  exposures  by  counterparty  on  a  net  basis  is  not 
common  among  dealers,  although  some  who  do  not  net  at  present  plan  to  do  so  in  the 
future.  Frequent  monitoring  of  credit  exposure  is  widespread  among  dealers,  with  three- 
quarters  of  respondents  monitoring  either  intraday  or  overnight  The  majority  of  end- 
users  monitor  credit  exposures  at  least  once  a  month. 


RffOmmmdf^fM  12:  independent  Crnjit  Kxk  Hfflwqpemgtf  -  Dealen  and  end-users 
should  have  a  credt  riA  rrumagement  function  with  deer  independeirce  and  authority,  and 
with  a/ufytical  capabilities  in  derivatives,  responsible  for 

•  Approving  credt  exposure  measurement  sta/uiants. 

•  Setting  credt  Urruts  and  rrumtoring  their  use. 

•  Reviewing  credits  and  concentrations  of  credt  risk. 

•  Reviewing  arul  morutoring  risk  reduction  arrangements. 

According  to  the  Survey,  most  dealers  and  some  end-users  have  an  independent 
credit  risk  management  group.  For  end-users,  this  role  may  not  necessarily  be 
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performed  by  a  separate  group;  however,  the  aedit  risk  should,  according  to  the  Study, 
be  managed  independently  from  dealing  personnel. 


Recommendation  13:  Master  AgreemerOs  -  Dealers  and  end-users  are  encouraged  to 
use  one  master  agreement  as  widely  a  possible  with  each  counterparty  to  document  existing 
and  future  derivatives  transacdons,  including  foreigfi  exchange,  forwards  and  options.  Master 
agreements  should  provide  for  pigments  nettirtg  and  close-out  netting  using  a  fuU  two-way 
payments  approach. 

A  single  master  agreement  that  documents  transactions  between  two  parties 
creates  the  greatest  legal  certainty  that  credit  exposure  will  be  netted.  The  use  of 
multiple  master  agreements  between  two  parties  introduces  the  risk  of  "cherry-picking" 
among  master  agreements,  rather  than  among  individual  transactions. 

Full  two-way  payments,  as  opposed  to  limited  two-way  payments,  is  now  the 
preferred  payments  approach  in  master  agreements.   Under  full  two-way  payments,  the 
net  amount  calculated  through  the  netting  provisions  in  a  bilateral  master  agreement  is 
due  regardless  of  whether  it  is  to,  or  from,  the  defaulting  party.   (Under  limited  two-way 
payments,  the  defaulting  party  is  not  entitled  to  receive  anything,  even  if  the  net  amount 
is  in  its  favor.) 

According  to  the  Survey,  two-fifths  of  all  dealers  now  document  derivatives 
transactions  under  a  multi-produa  master,  and  more  plan  to  do  so  in  the  future. 

Recommendation  14-  Credit  Enhancement  -  Dealers  and  end-users  should  assess 
both  the  benefits  and  costs  of  credit  enhancement  and  related  risk-reduction  arrangements, 
where  it  is  proposed  that  credit  down-grades  would  trigger  earfy  termination  or  collateral 
requirements,  partidpartts  should  carefully  consider  their  own  capacity  artd  that  of  their 
counterparties  to  meet  the  potentially  substantial  funding  needs  that  mi^  result 

Credit  enhancement  arrangements  include  collateral  and  margin  arrangements, 
third-party  credit  enhancements  such  as  guarantees  or  letters  of  credit,  and  struaural 
credit  enhancement  through  the  establishment  of  special-purpose  subsidiaries  to  conduct 
derivatives  business. 

The  Survey  indicates  that  about  two-thirds  of  dealers  are  prepared  to  accept 
credit  enhancement  with  cash  or  securities  as  collateral,  and  over  three-quarters  accept  a 
third  party  guarantee  or  enhancements.   Reflecting  strong  dealer  credit  ratings,  only  one- 
third  are  prepared  to  provide  cash  or  securities  as  collateral  and  only  10%  or  so  will 
offer  a  third  party  guarantee. 


Enforceability 
Recommendation  15:  Promoting  Enforceability  -  Dealers  and  end-users  should  work 
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together  on  a  continuing  basis  to  identify  and  recommend  solutions  for  issues  of  legal 
enforceabSity,  both  within  and  across  jurisdictions,  as  activities  evolve  and  new  types  of 
transactions  are  developed. 

The  Study  states  that  dealers  regularly  develop  new  types  of  transactions,  and  new 
technologies  are  developed  to  confirm  them.  These  developments  may  not  fit  clearly 
within  the  current  legal  fi-amework  in  the  jurisdictions  where  transactions  occur. 
Therefore,  according  to  the  Study,  dealers  and  end-users  should  continue  to  evaluate 
developments  in  light  of  existing  laws  and  regulations. 

Systems,  Operations,  and  Controls 

Recommendation  16:  Professional  Expertise  -  Dealers  and  end-users  must  ensure  that 
their  derivatives  activities  are  undertaken  by  professionals  in  sufficient  number  and  with  the 
appropriate  experience,  skill  levels,  and  degrees  of  specialization.   These  professionals  include 
specialists  who  transact  and  manage  the  risks  involved,  their  supervisors,  arid  those 
responsible  for  processing,  reporting,  controlling,  and  auditing  the  activities. 

The  Survey  indicates  that,  for  the  majority  of  respondent  dealers,  senior 
management  is  confident  about  the  general  quality  of  its  derivatives  professionals, 
although  some  expressed  concern  regarding  support  staff.  To  the  extent  that  senior 
management  are  concerned  about  issues  of  professionalism,  they  are  more  worried  about 
their  own  lack  of  understanding,  about  insufficient  understanding  of  derivatives  by  other 
functions,  and  about  over-reliance  on  a  few  specialists.' 


Recommendation  17:  Systems  -  Dealers  and  end-users  must  ensure  that  adequate 
systems  for  data  capture,  processing,  settlement,  and  management  reporting  are  in  place  so 
that  derivatives  transactions  are  conducted  in  an  orderly  and  efficient  manner  in  compliance 
with  management  policies.  Dealers  should  have  risk  rrumagemera  systems  that  measure  the 
risks  incurred  in  their  derivatives  activities  including  market  and  credit  risks.  End-users 
should  have  risk  marujgement  systems  that  measure  the  risks  incurred  in  their  derivatives 
activities  based  upon  their  rutture,  size,  and  complexity. 

The  size  and  scope  of  the  required  systems  will  depend  upon  the  nature  and  scale 
of  an  organization's  derivatives  transactions. 

According  to  the  Survey,  confirmations  of  transactions,  for  example,  are 
automated  for  about  40%  of  dealers,  10%  are  partially  automated,  and  45%  are  not 
automated.  Eighty  percent  of  the  dealers  plan  to  automate  their  confirmations 
completely.  In  addition,  large  dealers  have  made  significant  investments  to  integrate 
back-  and  front-office  systems  for  derivatives  with  their  firms'  other  management 
information  systems. 


'  For  commeaB  mwJe  by  regulaton  Rgvding  lhi»  matter,  see  the  discuaion  of  Question  #19  po«ed  to  the  reguUton  by  Rep.  Leach. 
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l^ffmmtTK^^f'on  18:  Authority  -  Management  of  dealers  and  end-usea  should 
desifftate  who  is  auAorized  to  commit  their  institutions  to  derivatives  transactions. 

Two-thirds  of  dealers  responding  to  the  Survey  involve  senior  management  in 
authorizing  traders  to  commit  the  firm. 

Accounting  and  Disclosnre 

Recommendation  19:  Accounting  Practices  -  International  harmonization  of 
accounting  standards  for  derivatives  is  desvuble.  Pending  the  adoption  of  harmonized 
standards,  the  following  accounting  practices  are  recommended: 

•  Dealers  should  account  for  derivatives  transactions  by  marking  them  to 
market,  taking  changes  in  value  to  income  each  period. 

•  End-users  should  account  for  derivatives  used  to  manage  risks  so  as  to 
achieve  a  consistency  of  income  recognition  treatment  between  those 
instruments  and  the  risks  being  managed   Thus,  if  the  risk  l>eing  managed  is 
accounted  for  at  cost  (or,  in  the  case  of  an  anticipatory  hedge,  not  yet 
recognized),  changes  in  the  value  of  a  qualifying  risk  management  instrument 
should  be  deferred  until  a  gain  or  loss  is  recognizedon  theriskbeing 
managed.   Or,  if  the  risk  being  managed  is  marked  to  market  with  changes  in 
value  being  taken  to  income,  a  qualifying  risk  management  instrument 
should  be  treated  in  a  comparable  fashion. 

•  End-users  should  account  for  derivatives  not  qualifying  for  risk  numagement 
treatment  on  a  rruirk-to-market  basis. 

•  ArruMnts  due  to  and  from  counterparties  should  only  be  offset  when  there 
is  a  legal  right  to  set  off  or  when  enforceable  netting  arrartgements  are 

in  place. 

Where  local  regulations  prevent  adoption  of  these  practices,  disclosure  along  these 
lines  is  nevertheless  recommended. 

Accounting  policies  for  derivatives  vary  widely  around  the  world.   In  some 
countries,  there  are  local  accounting  standards  that  address  accounting  for  derivatives;  in 
other  countries  there  are  no  sf)ecific  standards  and  a  vzuiety  of  customs  and  practices 
have  deveIo(>ed. 

The  recommendation  for  dealers  to  account  for  changes  in  the  value  of  their 
derivatives  positions  in  income  during  each  period  has  become  standard  in  many, 
although  not  all,  countries. 


863 


The  recommended  accounting  treatment  for  end-users  using  derivatives  to  manage 
risks,  referred  to  as  "risk  management  accounting,"  is  also  a  standard  treatment, 
according  to  the  Study. 

Among  a  majority  of  dealers  who  responded  to  the  Survey,  senior  management 
thought  inconsistency  of  accounting  standards  with  the  economics  of  the  business  were 
either  of  serious  or  some  concem. 


Recomme7\^({(i^  ?f^  Disdosura  •  Financial  statements  ofdealen  and  end-users 
should  contain  sufficient  infixmation  about  their  use  of  derivatives  to  provide  an 
understanding  of  the  purposes  for  which  transactions  are  undertaken,  the  extent  of  the 
transactions,  the  degree  of  risk  involved,  and  how  the  transactions  have  been  accounted  for. 
Pending  the  adoption  of  harmonized  accounting  standards,  the  following  disclosures  are 
recomrnended: 

•  Information  about  management's  attitude  to  financial  risks,  how  instruments 
are  used,  and  how  risks  are  monitored  and  controlled. 

•  Accounting  policies. 

•  Aiuifyds  of  potitions  at  the  balance  sheet  date. 

•  Aruifysis  of  the  credit  risk  inherent  in  those  positions. 

•  For  dealers  only,  additional  information  about  the  extent  of  their  activities  in 
financial  instruments. 

The  Survey  shows  that  the  quality  of  financial  statement  disclosures  about 
derivatives  transactions  varies  more  widely  than  the  accounting  policies  that  are  applied. 
Inadequate  public  disclosure  of  exposures  of  counterparties  is  of  some  concern,  or  of 
serious  concern,  to  about  three-fifths  of  senior  management  among  dealers  responding  to 
the  Survey. 

Interesting  to  note  is  that  certain  dealers  with  whom  Minority  Staff  spoke  have 
decided  to  disclose  more  than  is  currently  required.  They  feel  that  more  disclosure  has 
benefited  them  as  the  risks  associated  with  their  derivatives  activities  is  less  than  others 
might  imagine  in  the  absence  of  such  disclosures.  There  seems  to  be  disagreement 
among  participants  as  to  whether  the  disclosure  requirements  for  certain  foreign 
participants,  which  tend  to  be  less  extensive,  has  been  a  disadvantage  to  U.S. 
participants. 
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Recommendations  for  Le^slators.  Regalaton.  and  Supervisora 

The  four  Recommendatioas  for  Legislators,  Regulators,  and  Supervisors  of 
derivatives  are  set  forth  below.  For  a  detailed  discussion  of  the  recommendations, 
please  refer  to  the  Study. 


RecommendfJtim  21:  K^copiizing  Netting  -  Regulators  and  supervisors  should 
recognize  the  benefits  of  netting  arrangements  where  and  to  the  fidl  extent  that  they  are 
enforceable,  and  encourage  their  use  by  reflecting  diese  arrangements  in  capital  adequacy 
standards.   Specifically,  they  should  promptly  implement  the  recognition  of  the  effectiveness 
of  bilateral  close-out  netting  in  bank  capital  regulations. 

Significant  efforts  have  been  made  to  develop  standard  master  agreements  that 
effect  netting  across  the  full  range  of  derivatives  products.  Nonetheless,  the 
enforceability  of  such  netting  provisions  remains  among  the  highest  concerns  of  senior 
management  of  derivatives  dealers,  according  to  the  Survey." 


Recommendation  22:  Legal  and  Regulatory  Uncertainties  -  Legislators,  regulators, 
and  supervisors,  including  central  banks,  should  work  in  concert  with  dealers  and  end-users 
to  identify  and  remove  any  remaining  legal  and  regulatory  uncertainties  with  respect  to: 

•  The  form  of  documentation  required  to  create  legally  enforceable  agreements 
(statute  of  frauds). 

•  The  capacity  of  parties,  such  as  governmental  entities,  insurance  companies, 
pension  funds,  atd  building  societies,  to  enter  into  transactions  (ultra  vires). 

•  The  enforceability  of  bilateral  close-out  netting  and  collateral  arrangements 
in  bankruptcy. 

•  The  enforceability  of  multibranch  netting  arrangements  in  bankruptcy. 

•  The  legality/enforceability  of  derivatives  transactions.'* 

According  to  the  Study,  it  is  important  to  approach  these  legal  and  regulatory 
issues  aggressively  so  that  the  largest  risks  faced  by  dealers  and  end-users  are  not  legal 
risks  from  systems  that  have  not  kept  pace  with  financial  developments. 


'  A  uep  toward  recognizing  netting  wu  uken  in  April  1993  wh«n  the  Basle  comminee  relented  i  Contulutivc  Paper  that  included  a 
propocaj  for  recognizing  \ht  efTcctrvcncsc  of  clo«e-out  netting.  This  is  an  amendment  to  the  agreed  framewort  for  measunng  bank  capital 
adequacy,  referred  to  as  the  Basle  Accord  published  in  1988. 

'  These  five  main  eoforceabilily  risks  are  analyzed  for  nine  nujor  jurisdictions  in  Appendix  H  of  the  Group  of  Thirty  Study. 

11 


865 


RKOmmcndation  23:  Tea  Treatment  -  Legislators  and  tax  authorities  are  encouraged 
to  review,  and,  where  appropriate,  amend  tax  laws  and  regulations  that  disadvantage  the  use 
of  daivatives  in  risk  management  stratepes.   Tax  impediments  include  the  inconsisteru  or 
uncertain  tax  treatment  of  gains  and  losses  on  the  derivatives,  in  comparison  with  the  gains 
and  losses  that  arise  from  the  risks  being  managed. 

The  Study  states  that  in  most,  if  not  all,  jurisdictions  the  tax  treatment  being 
applied  to  derivatives  transactions  dates  back  to  before  they  came  into  general  use.  This 
can  lead  to  considerable  uncertainty  in  determining  how  gains  and  losses  associated  with 
these  instruments  should  be  taxed  depending  upon  their  use.  According  to  the  Study, 
these  uncertainties  and  inconsistencies  present  real  difficulties  to  organizations  that  seek 
to  use  derivatives  to  manage  risks  in  their  businesses;  confusion  can  discourage  them 
from  pursuing  commercially  sensible  risk  management  strategies. 

Recommendation  24:  Accounting  Standards  -  Accounting  standards-setting  bodies  in 
each  country  should,  as  a  matter  of  priority,  provide  comprehensive  guidance  on  accounting 
and  reporting  of  transactions  in  firumdal  instruments,  including  derivatives,  and  should  work 
towards  international  harmonization  of  standards  on  this  subject  Also,  the  International 
Accountirtg  Standards  Committee  should  finalize  its  accounting  standard  on  Financial 
Instruments. 

At  present,  no  country  has  accounting  and  reporting  standards  that 
comprehensively  address  all  financial  instruments,  including  derivatives.   Even  in  those 
countries  where  development  of  accounting  standards  is  considered  far  advanced,  there 
are  gaps  or  inconsistencies  between  different  standards. 

In  a  number  of  countries,  accounting  standard-setting  bodies  have  recognized  the 
need  to  improve  accounting  standards  in  these  areas  and  some  have  commenced  work. 
Furthermore,  the  International  Accounting  Standards  Committee  (lASC)  has  issued  an 
exposure  draft  on  Financial  Instruments  (E40)  and  presently  intends  to  finalize  an 
accounting  standard  by  the  end  of  1993. 


Implementation  of  the  Study's  Recommendations 

In  general,  the  Study  has  been  characterized  by  interested  parties,  including 
regulators,  as  one  which  has  set  forth  useful  recommendations  to  be  used  as  a 
"benchmark"  for  sound  industry  practice  and  effective  regulation. 

The  regulators  were  asked  by  Minority  Staff  for  their  comments  on  the  Study  and 
whether  or  not  the  recommendations  contained  in  the  Study  should  be  formally 
mandated  by  regulatioa'"  In  general,  the  regulators  did  not  feel  that  the 


"  For  commcnu  in»<le  by  reguUton  reggitlinf  the  Study,  see  ihe  disoisioiu  of  QuestiOfU  #8(c),  #9,  and  #10  poted  to  the  reguUion 
by  Rep.  Lf»ch. 
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recommendations  should  be  mandated  by  regulation,  but  will  consider  the 
recommendations  when  reviewing  their  policies,  procedures,  and  need  for  regulation. 
The  SEC  stated  that,  generally,  the  SEC  has  a  mechanism  in  place,  namely  its  risk 
assessment  rules,  to  ensure  that  certain  recommendations  set  forth  in  the  Study  are 
implemented  with  regard  to  registered  broker-dealers.  The  FED  stated:  "As  markets 
continue  to  develop  and  as  further  experience  is  obtained  by  industry  participants,  it  is 
likely  that  these  recommendations  will  be  further  refined.  It  is  important  then  that  the 
regulatory  framework  not  inadvertently  inhibit  the  development  of  further  refinements  or 
practices  that  may  be  developed  in  response  to  changes  in  technology,  products  or 
markets." 

Therefore,  as  tomorrow's  market  circumstances  and  market  participants  may  not 
be  the  same  as  today's,  care  must  be  taken  to  insure  that  we  do  not  have  a  least 
common  denominator  approach  taken  to  regulation  which  might  be  adequate  for  one 
kind  of  institution  in  one  time  frame."   For  example,  according  to  the  FDIC:  "In  fact, 
should  these  recommendations  be  codified  by  regulation,  the  general  lack  of  originality 
and  specificity  in  the  Study  may  actually  hinder  effective  supervision  by  encouraging 
adoption  by  the  industry  of  minimal  standards." 

Many  market  participants  are  conducting  internal  reviews  to  ascertain  current  and 
anticipated  future  compliance  with  the  Study's  recommendations.   In  addition,  the 
International  Swap  and  Derivatives  Association  (ISDA)  has  announced  a  series  of 
conferences  to  educate  market  participants  about  the  recommendations  and  to  assist 
them  in  complying  with  the  recommendations.   ISDA  is  also  updating  legal  opinions  and 
drafting  model  legislation  regarding  various  issues.   ISDA  has  also  announced  that  it  will 
conduct  a  survey  of  market  participants  a  year  from  now  to  determine  how  the  market 
has  responded  to  the  recommendations." 


"  Sm  tutement  of  R*nkin|  Membtr  Jim  Luch  before  the  Group  of  Thirty  »i«l  ihe  Federal  Reserve  Bo»ri  dJied  Sepiember  V.  1993. 

'*  See  sutemcnt  entitled  'G-X  ind  Beyond'  given  by  Joe  Bauman  in  Londoa  on  September  23, 1993  Mating  ISDA'i  commiimcni  to 
implemenutioa  of  the  Group  of  Thirty  Study. 
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APPE^fDIX  I 
GLOSSARY 

Accrued  Interest'  Interest  earned  but  not  yet  due  and  payable.   The  buyer  of  a  bond  pays  the  seller  the 
agreed  price  of  the  bond,  plus  interest  accrued  since  the  last  interest  payment  date  up  to  and  including  the 
value  date. 

Actual/Actual  Basis:  Basis  for  quoting  rates  that  assumes  actual  number  of  days/actual  number  of  days 
in  a  year. 

Add-ons:   The  term  used  in  the  1988  Basle  capital  accord  that  denotes  the  amounts  added  to  the  credit 
equivalent  value  of  derivative  contracts  to  reflect  potential  credit  exposures  arising  from  future  price  or 
volatility  changes.   Add-ons  are  calculated  on  the  basis  of  notiorud  principal  values,  and  vary  according  to 
the  rwture  of  the  derivative  instrument  and  its  maturity. 

After-Tax-Yield:  The  armualized  percentage  return  a  security  pays,  net  of  income  withholding  and  capital 
gains  taxes. 

AgenL  A  person  who  acts  on  behalf  of  another  pony,  Le.  the  principal    The  ageru  is  presumed  to  be 
nthifirt  tn  thp  rnnlrol  of  the  principal 

Agent  Bank:  In  the  context  of  floating  rate  securities,  its  primary  responsibility  is  to  determine  the  interest 
rate  on  sucn  secuniies.   In  the  coniexi  of  ECP  and  CD  facilities,  an  Ageru  Bank  is  generally  also 
responsible  for  the  issuing  and  paying  agent  functions,  as  well  as  the  riormal  functions  of  an  ageru  bank  to 
a  syndicated  bank  loan. 

Aggregation:  A  term  used  in  connection  with  the  calculation  of  paymerus  to  be  made  upon  early 
termination  of  swaps  documented  uruler  a  master  agreemeru;  calls  for  netting  of  positive  and  negative 
values  of  the  swaps  affected  by  early  termination,  to  the  extern  agreed  by  the  parties. 

AIRS  Terms:  Recommended  terms  and  conditions  for  Australian  dollar  fixed/floating  interest  rate  swaps 
done  in  the  Australian  market,  similar  to  the  BBAIRS  terms. 

All-in  Cost  (AIC):  Internal  rate  of  return  of  the  fixed  cash  flows  versus  the  flow  of  the  floating  irulex  flat. 
Also  known  as  the  Cost  of  Swap.  Expressed  as  semi-anrmal  rate  or  as  a  basis  poiru  spread  to  the  semi- 
annual bond  equivalem  of  the  U.S.  Treasury  yield  curve  (in  the  U.S.  dollar  market). 

American  Option:  A  put  or  call  that  can  be  exercised  arty  time  prior  to  expiration 

American  Slock  Exchange  (New  York):  Index  Options:  Computer  Technology  Index,  Instinjtional  Index, 
.Major  .Market  Index,  OH  Index.    Interest  Rate  Options:   U.S.  Treasury  bills,  U.S.  Treasury  notes. 

Amex  Commodities  Corporation  (New  York):  Options:  gold  bullion 

Amortization-   The  repayment  of  debt  by  the  borrower  in  a  series  of  installments  over  a  period  of  time,  as 
in  the  retirement  of  debt  by  a  purchase  fund  or  through  the  operation  of  a  sinking  fund 

Amortizing  Rate  Swap  (or  Index  Amortizing  Rate):  Swap  in  which  the  notional  principal  on  at  least  one 
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of  the  legs  changes  during  the  term  of  the  swap  according  to  a  predetermined  schedule.   Often  done  to 
hedge  a  borrowing  that  is  repaid  in  installments.   Swaps  with  an  increasing  notional  amount  are 
sometimes  referred  to  as  step-up  swaps. 

Arbitrage:  The  purchase  of  a  security  in  one  maricet  and  the  simultaneous  sale  of  that  security  or  its 
equivalent  in  the  same  market  or  other  markets,  for  the  purpose  of  profiting  from  the  price  differential 
cmd/oT  spread  prevailing  because  of  conditions  peculiar  to  each  market  A  switch  done  between  two 
similar  issues  for  the  same  purpose. 

ARBL  (Assets  Repriced  Before  Liabilities):  If  rates  rise,  we  will  increase  our  profits  if  we  are  able  to 
reprice  our  assets  at  higher  levels  before  we  reprice  our  liabilities.   The  reserve  is  true  if  rates  are  falling. 

Areas  Swap:  Swap  in  which  one  set  of  payments  is  based  on  an  index  (e.g.  LIBOR)  set  in  arrears. 

Asked  Price:  The  price  at  which  a  seller  is  willing  to  sett. 

Asset- Liability  ManagemerO:  The  matching  of  an  institution 's  level  of  debt  and  amount  of  assets. 
Financial  institutions  carry  out  asset-liability  managemera  by  matching  the  maturity  of  their  deposits  with 
the  length  of  their  loan  commitments.    This  helps  guard  against  adverse  affects  from  rapid  changes  in 
interest  rates. 

Asset-Swaps:  A  swap  that  transforms  the  cash  flows  (interest  income)  from  an  underlying  asset   The 
swap  arranger  purchases  a  bond  from  the  bond  traders  at  or  below  par,  plus  accrued  interest.   The  bond  is 
then  sold  to  a  third  party  at  par,  net  of  accrued  interest,  with  any  differences  in  market  price  rolled  into  tht 
swap  coupon. 

Assigfunent:  Sale  of  a  swap  contract  to  a  third  party.  Swaps  that  allow  an  institution  to  step  out  and 
substitute  another  counterparty  are  assigruible. 

Association  of  Intematiorud  Bond  Dealers  (AIBD):  As  association  with  over  500  member  firms  from  30 
countries.   The  prirruiry  objectives  of  the  AIBD  are  to  provide  a  basis  for  examination  and  discussion  of 
questions  relating  to  the  secondary  market  in  Eurosecurities,  to  issue  rules  governing  their  functions,  and  to 
mairuain  a  close  liabon  between  the  primary  and  secondary  markets  in  Eurosecurities. 

At-market  option:  An  option  for  which  the  strike  price  is  equal  to  the  currerU  market  price  for  the 
underlying  currency  or  futures  contract 

Average  Life:  The  weired  average  maturity  of  an  issue  or  set  of  securities  after  taking  mto  accouru  the 
amortization  provisions. 

Backroom  Operatians:  Segregated  supporting  or  control  functions. 

Basis  or  Spread  Ridt  The  risk  that  the  relationship  between  the  prices  of  two  similar,  but  not  identical, 
instruments  of  comparable  maturity  will  change  The  risk  is  referred  to  as  basis  risk  in  the  context  of  an 
imperfect  hedge  and  as  spread  risk  when  the  risk  is  willingly  taken  on. 

Basis  Point:  One-hundredth  of  one  percentage  poiru,  most  often  used  in  quotation  of  spreads  between 
interest  rates  or  to  describe  changes  in  yields  on  securities. 

Basis  Risk  The  "basis'  is  the  difference  between  the  cash  price  and  the  fiOures  price  of  a  security  or 
commodity.  In  establishing  futures  hedges,  banks  must  first  identify  and  quantify  the  exposure  to  be 
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hedged  and  then  purchase  or  sell  an  appropriate  number  of  futures  contracts  to  offset  any  price  movement 
for  the  hedged  cash  position.   Basis  relationship  fluctuate  over  time,  however,  and  can  change  the  extent 
to  which  the  contracts  provide  a  completely  effective  hedge.   Coruequently,  the  contracts  may  either 
become  more  profitable  or  costly  to  the  holder  than  originally  planned. 

Baas  Swap:  Interest  payments  exchanged  are  calculated  from  two  differeru  floating  rate  indices,  e.g.  three- 
month  dollar  LIBOR  against  the  U.S.  commercial  paper  composite  rate. 

BBAIRS  Terms:  British  Bankers  Association  recommended  terms  and  conditions  for  interest  rate  swaps; 
intended  to  be  used  in  the  London  inter-bank  market  with  maturities  up  to  and  including  two  years; 
published  in  1985. 

Bear  Market:  A  market  characterized  by  a  trend  of  falling  prices,  in  which  there  are  more  sellers  than 
buyers. 

Bearer  Participation  Certificates  (BPC):  These  are  issued  by  an  intermediary  corporation,  usually  a  major 
bank  or  a  trust  comparty,  in  the  case  where  a  borrower  is  unable  to  issue  securities  into  the  Euromarket 
directly  or  through  a  finance  company  vehicle.    The  lead-managers  pays  the  proceeds  of  such  an  issue  to 
the  intermediary  corporation  which  then  advances  such  proceeds  to  the  borrower  under  a  credit  agreement. 
The  intermediary  corporation  then  delivers  the  BPC  securities  to  the  lead-manager  for  delivery  to  the 
subscriber 

Bearer  Security:  A  negotiable  security  whose  title  is  to  the  bearer,  Le.  it  is  presumed  in  law  to  the  owned 
by  its  holder.    Title  to  bearer  securities  are  transferred  by  deliver. 

Bearish:  A  market  view  or  opinion  that  expects  lower  prices. 

Benchmark  Bond:  A  bond,  frequently  the  most  receru,  sizeable  issue,  whose  terms  set  a  standard  for  the 
market.    The  benchmark  bor\d  usually  has  the  greater  liquidity,  the  highest  turnover,  and  is  the  most 
frequently  quoted    In  certain  markets  (e.g.  the  Japanese),  there  is  a  seasoning  period  during  which  the 
bond  is  not  the  benchmark 

Benchmark  Rate:  The  base  rate  off  which  swap  spreads  are  quoted.  For  U.S.  S  swap,  the  benchmark 
rate  is  the  rate  for  U.S.  Treasuries. 

Beneficial  Owner   That  person  or  institution  to  whom  the  benefits  of  a  security's  ownership  will  ultimately 
accrue. 

Beta:  A  measure  of  how  a  stock's  price  movement  compares  to  the  movement  of  the  entire  market. 

Bid/Offer  Price:   The  price  or  yield  on  an  instrument  at  which  a  dealer  is  willing  to  buy  or  sell  upon 
request.  The  spread  between  bid  and  offer  quotes  is  the  price  of  the  liquidity  service  provided  by  the  dealer 

Bid/Offer  Spread:   The  difference  between  the  buying  and  selling  price  of  an  instrument. 

Bilateral  Netting:  A  proposed  method  for  determining  credit  risk  exposure  positions  which  permits  the 
offsetting  of  positions  or  payment  obligations  between  two  parties  whereby  a  large  number  of  individual 
positions  or  payment  obligations  are  reduced  to  one  single  position  or  payment  obligation,  such  that  m  the 
event  of  a  counterparty's  failure  to  perform  due  to  default,  bankruptcy  or  liquidation,  the  other 
counterparty  would  have  a  claim  or  payment  obligation  to  receive  or  pay  only  the  net  value  of  the  sum  of 
unrealized  gains  and  losses  on  all  transactions. 
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BIS:  Bank  for  International  SettUments. 

Bond:  An  interest  bearing  or  discounted  certificate  of  debt,  under  the  terms  of  which  a  borrower  contracts, 
iruer  alia,  to  pay  the  holder  a  fixed  principal  amount  on  a  stated  future  date  and,  in  the  case  of  an  iruerest 
bearing  bond,  usually  a  series  of  interest  payments  during  its  life.  More  specifically,  a  long-term  debt 
instrument.   In  this  sense,  it  may  also  be  referred  to  as  a  debenture.   Note:  In  certain  domestic  markets, 
the  term  "bond'  and  "debenture"  differ  with  respect  to  security.  For  instance,  in  the  U.S.,  a  bond  is  usually 
secured,  while  a  debenture  is  unsecured   In  the  U.K.,  a  debenture  is  usually  secured,  while  a  bond  is 
usually  unsecured   Virtually  all  Eurobonds  issued  to  date  have  been  unseaired 

Bond  Basis:  Calculation  of  interest  on  basis  of  30/360.   That  is,  every  year  is  deemed  to  consist  of  360 
days  (12  mo/uhs  of  30  days).  Money  market  basis  quote  =  Bond  basis  quote  x  360/365. 

Book:  Group  of  instruments  managed  together;  portfolio. 

Book  Loss:  The  difference  between  the  original  cost  or  book  value  of  a  security  and  its  lower  market 
value,  Le  an  unrealized  loss.   This  term  also  refers  to  an  unrealized  loss  which  arises  from  re-writing  book 
value. 

Book  Value:  The  value  of  a  security,  as  shown  by  the  accounting  records  of  the  investor,  but  which  is  not 
necessarily  identical  to  the  security's  market  value. 

Book  Yield:  The  current  yield  or  yield-to-maturity  of  a  security,  calculated  using  its  book  value  instead  of 
the  current  market  price.   This  term  is  typically  used  in  the  U.S.  domestic  market 

Broker  A  person  or  firm  acting  as  an  ageru  for  buyers  and  sellers  and  charing  a  commission  for  his 
services,  but  who  does  not  buy  or  sell  for  his  own  account 

Brokaed  Market:  Market  where  agents,  called  brokers,  are  employed  to  search  for  a  compatible  trading 
partner  for  a  fee. 

Brokering;  Acting  as  agerti  for  a  customer  for  the  purpose  of  buying  and  selling  equity  securities,  and 
charging  a  commission  for  the  service. 

Caps:  An  option-tike  contract  for  which  the  buyer  pays  a  fee,  or  premium,  to  obtain  proteaion  against  a 
rise  in  a  particular  interest  rate  above  a  certain  level   For  example,  an  iruerest  rate  cap  may  cover  a 
specified  principal  amount  of  a  loan  over  a  desigrwted  time  period  such  as  a  calendar  quarter.   If  the 
covered  interest  rate  rises  above  the  rate  ceiling,  the  seller  of  the  rate  cap  pays  the  purchaser  an  amouru  of 
money  equal  to  the  average  rate  differential  times  the  principal  amourU  times  one  quarter. 

Bulldog  Bond:  A  United  Kingdom  foreign  bond. 

Bullet  or  Bullet  Maturity:  An  issue  of  securities  with  no  amortization  features. 

BuH  Market:  A  market  characterized  by  a  trend  of  rising  prices,  where  there  are  more  buyers  than  sellers. 

BUNDS:  The  German  government  long-term  bonds  (generally  10  years). 

Business  Day:  In  the  Euromarkets,  when  the  two  related  markets  are  open  for  banking  business,  e.g  in 
the  Eurodollar  market,  a  day  when  both  London  and  New  York  banks  are  open  for  business.   In  the  U.S. 
domestic  market,  any  date  excluding  Saturdays,  Sundays  and  legal  or  statutory  hoUdays  on  which  business 
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can  be  conducted. 


Buy-In:  The  purchase  of  a  securuy  in  the  open  market  at  market  prices  to  complete  delivery  of  a  failed 
transaction.   If  the  original  seller  of  a  security  fails  to  make  good  delivery  of  that  security  within  a  period 
of  time,  the  buyer  can,  upon  notification  to  the  sell  and  after  continued  failure  to  deliver  effect  a  buy-in 
through  a  third  party. 

Colt  An  option  giving  the  buyer  the  right,  but  not  the  obligation,  to  buy  a  specific  quantity  of  an  asset,  at 
a  fixed  price,  on  or  before  a  fixed  date  in  the  future,  for  a  fee  or  premium. 

Callable  Swap:  A  swap  with  an  option  to  terminate  under  specific  circumstances. 

Cap:  Interest  rate  protection  which  limits  the  maximum  floating  interest  rate  the  client  must  pay.    For  this 
protection,  the  client  pays  a  premium  up  front. 

Cap/Floor  Parity:  An  extension  of  the  relationship  between  puts  and  calls  (Put-Call  Party)  as  applied  to 
caps  and  floors  with  swaps  as  the  underlying  security.    Conceptually,  a  long  position  in  a  cap  combined 
with  a  short  position  in  a  floor  must  have  the  same  value  as  a  swap  in  which  one  pays  the  fixed  rate. 

Capital  Gain:  The  difference  between  an  asset's  purchase  price  and  selling  price,  when  the  difference  is 
positive. 

Cash  Lufuidity/Funding  Risk:  The  risk  that  an  individual  firm  will  be  unable  to  fund  assets  or  meet 
short-term  cash  settlement  obligations  at  all  times  at  reasonable  cost  or  at  all   Some  participants 
identified  the  cash  requirements  that  could  arise  in  connection  with  derivative  portfolios  following  a  price 
or  volatility  change  as  a  major  source  of  cash  liquidity  risk. 

Cash  Settlement:  Tlie  delivery  of  securities  against  payment  where  the  settlement  date  is  the  same  as  the 
trade  date.    This  term  is  typically  used  in  the  U.S.  money  markets. 

Certificate  of  Deposit:  A  negotiable  certificate,  issued  by  a  bank,  evidencing  an  interest  bearing  or 
discounted  time  deposit  affixed  maturity  with  the  bank.   If  iruerest  bearing,  it  may  have  either  a  fixed  rate 
or  a  floating  rate  of  interest. 

Chicago  Board  of  Trade  (Chicago):  Futures:  com,  gold,  Govemmeru  National  Mongage  Assoc, 
mortgages.  .Major  Market  Index,  Major  Market  Index  "MAXI," Municipal  Bond  Index,  NASDAQ- 100 
Index,  oats,  silver,  soybeans,  soybean  meal  soybean  oil,  U.S.  Treasury  bonds,  U.S.  Treasury  notes,  wheat. 
Futures  options:  com,  silver,  soybeans,  U.S.  Treasury  boruis,  U.S.  Treasury  notes. 

Chicago  Board  Options  Exchange  (Chicago):  Foreign  Currency  Options:  British  pound  Canadian  dollar. 
Deutsche  mark,  French  franc,  Japanese  yen,  Swiss  franc.    Index  Options:   Standard  A  Poor's  100  Index. 
Standard  <t  Poor's  500  Index,  Standard  <Sc.  Poor's  Over  The  Counter  250  Index.  Interest  rate  options: 
U.S.  Treasury  bonds,  U.S.  Treasury  notes. 

Chicago  Mercantile  Exchange  (Chicago):  Futures:  feeder  cattle,  live  cattle,  live  hogs,  lumber.  Over  The 
Counter  250  Industrial  Stock  Price  Index,  pork  bellies,  Standard  <Sc  Poor's  100  Index,  Standard  &  Poor's 
5(X)  Index.   Futures  options:   British  pound,  Deutsche  mark.  Eurodollars,  live  cattle,  live  hogs,  Standard  <i 
Poor's  500  Stock  Index,  Swiss  franc 

Chicago  Rice  and  Cotton  Exchange  (Chicago):  Futures:  rough  rice,  short  staple  cotton. 
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dear  or  Settle:  The  process  by  which  ownership  of  a  security  or  prtxiuct  is  transferred.   The  trade  is 
consummated  by  delivery  of  securities  in  proper  form  to  the  buyer  and  by  payment  of  funds  to  the  seller. 
Trades  that  are  not  cleared  by  the  settlement  date  are  said  to  fail 

Clearing  House  Bank:  A  bank  in  the  U.S.  authorized  by  the  Federal  Reserve  Board  to  process  the 
payment  of  checks. 

Clearing  House  Funds  or  New  York  Clearing  House  Funds:  These  are  represented  by  checks  drawn  on  a 
Clearing  House  bank  in  New  York  City,  which  are  now  known  as  Federal  funds  and  have  good  value  the 
day  after  being  deposited   Such  funds  are  no  longer  the  main  method  of  effecting  settlements  in  the 
European  and  U.S.  capital  markets. 

Clearing  System  (or  Clearing  House  Arrangement):  A  mechanism  for  calculation  of  mutual  positions 
within  a  group  of  participants  with  a  view  to  facilitating  the  settlement  of  their  mutual  obligations  on  a  net 
basis. 

Clearing  System:  A  depository/transaction  system  established  to  expedite  the  clearing  of  securities  by 
removing  the  necessity  for  physical  delivery.   The  two  centralized  Eurobond  clearing  systems  are  CEDEL 
and  Euro-clear.   Transactions  and  deliveries  between  accounts  within  the  system  are  effected  by  way  of 
book-keeping  entry  otdy. 

CloseouL-  If  the  buyer  of  a  put  or  call  finds  that  it  is  not  advantageous  to  exercise  the  option,  the  buyer 
can  let  it  expire  worthless.  If  the  option  has  some  value  at  expiration,  the  buyer  can  exercise  the  option 
and  give  (put)  to  take  (call)  delivery  of  the  underlying  currency.  If  the  option  is  an  exchange-traded 
option  and  has  increased  in  value,  the  buyer  may  prefer  to  take  this  profit  by  executing  a  liquidating 
closeout  transaction,  that  is,  the  sale  of  an  option  with  equal  terms. 

Closmg:  The  procedures  relating  to  the  completion  of  a  primary  market  issue  on  the  closing  date 

Closing  Date:  The  date  on  which  a  new  issue's  proceeds  are  paid  to  the  borrower  by  the  lead-manager 
and  the  securities,  in  temporary  or  definitive  form,  are  delivered  to  the  lead-manager  by  the  borrower.   In 
the  case  of  Eurosecurities,  this  usually  occurs  ten- 15  days  after  the  signing  of  the  issue's  subscription 
agreement. 

Coffee,  Sugar  d  Cocoa  Exchange,  Inc.  (New  York):  Futures:  cocoa,  coffee,  consumer  price  index-wages, 
sugar  number  11,  sugar  number  14.    Futures  options:  cocoa,  coffee,  sugar. 

Co-Lead-Manager  A  manager  that  participates  in  some  of  the  functions  of  the  lead-manager,  usually 
takes  a  share  of  the  premium  but  never  runs-the-books  of  an  issue. 

Collar  The  simultaneous  purchase  of  a  cap  and  the  sale  of  a  floor  with  the  aim  of  maintaining  interest 
rates  within  a  defined  range   The  premium  income  from  the  sale  of  the  floor  reduces  or  offsets  the  cost  of 
buying  the  cap. 

Collateralized  Mortgage  Obligation  (CMO):  Mortgage-backed  bond  that  separates  mortgage  pools  iruo 
differeru  maturity  classes,  called  tranches.   Income  from  payments  (principal  and  interest)  on  the  mortgage 
is  paid  to  CMO  investors  in  the  specific  order  that  the  CMOs  pay  out.   Tranches  pay  differeru  rates  of 
interest  and  typically  mature  in  2,  5,  10  or  20  years. 

Co-Manager  A  manager  that  does  not  run-the-books. 
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Commercial  Papv  (CP):  Any  short-term  note  or  draft  of  a  governmental  agency,  bank  or  corporation, 
issued  on  a  discount  or  occasionally  on  an  interest  bearing  basis  at  the  request  of  the  purchaser;  usually 
an  unsecured  promissory  note  issued  for  short-term  credit  needs.   The  proceeds  of  CP  are  normally  used 
for  current  transactions.   This  instrument  is  primarily  issued  in  the  U.S.  domestic  market  (the  maturity  of 
U.S.  commercial  paper  is  statutorify  limited  to  270  days),  but  issues  of  commercial  paper,  on  an  interest 
bearing  or  a  discount  basis,  have  been  completed  in  the  Eurodollar  market,  and  are  referred  to  as 
Eurocommercial  paper. 

Commodity  Exchange,  Inc.  (COMEX)  (New  York):  Futures:  aluminum,  copper,  gold,  silver.  Futures 
options:  copper,  gold,  silver. 

Commodity  Options:  A  contract  providing  the  purchaser  the  right,  but  not  the  obligation,  to  buy  or  sell  a 
given  quantity  of  a  commodity  at  a  strike  price,  on  or  before  a  given  date. 

Commodity  Swaps:  A  transaction  that  allows  an  investor  to  exchange  payment  streams  which  are  based 
on  commodity  prices.   Commodity  swaps  involve  swaps  of  payment  streams  only  and  are  usually  settled  in 
cash.  However,  physical  delivery  may  also  occur.   Commodity  swaps  erutble  producers  and  consumers  to 
hedge  commodity  price  risk    Usually,  the  consumer  pays  fixed,  the  producer  floating. 

Common  Stock  (Shares  or  Equity):  A  share  usually  represented  by  a  certificate,  representing  participation 
in  the  ownership  of  an  enterprise,  generally  with  the  right  to  participate  in  dividends  and  to  vote  in  major 
matters  affecting  shareholder's  interest 

Competitive  Bids:  A  type  of  firm  commitment  underwriting  whereby  differeru  prospective  undenvriten  for 
a  securities  issue  submit  sealed  bids,  containing  price  and  terms,  to  the  issuer.    The  issuer  awards  the 
underwriting  contma  to  the  bidder  with  the  best  price  and  terms.   Contrast  with  negotiation. 

Concessit^  or  Commission:  A  concession  is  a  discount  available  as  a  percentage  of  a  fixed  amount  on 
either  a  flat  or  an  annual  basis,  whereas  a  commission  is  a  fee  paid  as  a  percentage  of  a  fixed  amount  on 
either  a  flat  or  an  annual  basis. 

Confirmation  Note  or  Contract  Note:  A  formal  contract  confirmirtg  and  detailing  all  data  relevant  to  a 

trade  in  the  secondary  market 

Conversion  Premium  or  Discount  The  ratio  of  the  market  value  of  a  convertible  security  to  its  conversion 
value,  expressed  as  a  percentage.    When  the  market  value  of  the  security  is  higher  that  the  conversion 
value,  this  ratio  is  said  to  be  a  premium  and,  when  lower,  a  discount  Note:  Account  should  be  taken  of 
the  accrued  interest  on  the  convertible  bond  because  this  is  given  up  on  conversion  into  the  equity. 

Conversion  Price:  The  price  which  is  specified  when  the  final  terms  of  a  new  issue  convertible  securities 
are  fixed,  and  at  which  price  the  principal  or  nominal  value  of  those  securities  is  convertible  into  the 
underlying  shares. 

Convasion  Value:  The  conversion  ratio  multiplied  by  the  current  price  of  the  underlying  security. 

ConvertSde:  A  security,  usually  a  bond  or  preferred  stock  which,  at  the  option  of  the  holder,  can  be 
exchanged  for  other  securities  of  the  issuing  corporation,  usually  its  common  stock   For  legal  and/or  fiscal 
reasons,  convertibles  are  often  issued  by  one  corporation  and  may  be  denomiruued  in  either  the  same  or  a 
different  currency  from  that  of  the  common  stock 

Convexity:  Acceleration  of  price  change  with  respect  to  yield  changes;  measure  of  the  curvature  of  the 
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price/yield  curve. 

Coupon:  Generally,  die  nominal  annual  rate  of  interest  expressed  as  a  percentage  of  the  principal  value, 
which  is  the  interest  the  borrower  promises  to  pay  the  holder  of  a  fixed  income  security.   The  coupon  is 
payable  annually,  semi-annually,  or,  in  some  cases,  quarterly,  depending  on  the  type  of  security.  A  straight 
debt  bond  is  often  referred  to  as  a  'coupon  bond "  Specifically,  a  certificate  attached  to  a  bearer  security, 
which  evidences  the  interest  due  on  a  specified  date.  It  must  be  detached  and  presented  to  a  paying  agent 
to  claim  payment  of  such  interest 

Covaed  Option:  A  written  option  position  for  which  the  writer  also  has  an  opposite  market  position  in 
the  underlying  security,currency,  or  commodity. 

Credt  Equivfdent  Value:  Term  used  in  the  Basle  Capital  Accord  to  represent  the  credit  risk  exposure  in 
off-balance  sheet  transactions.   In  the  case  of  derivatives,  credit  equivalent  value  represents  the  potential 
cost  at  current  market  prices  of  replacing  the  contract's  cash  flows  in  the  case  of  default  by  the 
counterparty. 

Credt  Risk   The  risk  that  is  an  issuer  of  debt  securities,  borrower,  or  trade  debtor  may  default  on  their 
obligations  or  that  there  may  be  a  potential  loss  in  market  value  due  to  an  adverse  change  in  the  market- 
required  credit  spread  for  an  obligor. 

Ooss-Currertcy  Interest  Rate  Swaps:  A  transaction  involving  the  exchange  of  streams  of  interest  rate 
payments  (but  not  necessarily  principal  payments)  in  different  currencies  and  often  on  different  interest 
bases  (eg.  fixed  Deutsche  Mark  against  floating  dollar,  but  also  fixed  Deutsche  Mark  against  fixed  dollar). 

Cross-Currency  Settlement  Risk  (Or  Herstatt  Risk):  Risk  relating  to  the  settlement  of  foreign  exchange 
contracts  that  arises  when  one  of  the  counterparties  to  a  contract  pays  out  one  currency  prior  to  receiving 
payment  of  the  other.   Herstatt  risk  arises  because  the  hours  of  operation  of  domestic  interbank  fund 
transfer  systems  often  do  not  overlap  due  to  time  zone  differences.   In  the  irUerval  between  final  settlement 
of  each  leg,  counterparties  are  exposed  to  credit  risk  and  market  risk. 

Cross-Currency  Swap:  A  currency  swap  in  which  neither  leg  is  denominated  in  U.S. 

Cross  Default  A  covenant  by  a  borrower  in  respect  of  itself  arui  its  subsidiaries,  if  any,  and  by  its 
guarantor,  if  any,  whereby  each  party  undertakes  that,  in  the  event  of  a  default  in  a  payment  under  its 
other  borrowings,  and/or  by  its  subsidiary  companies,  such  an  everu  will  be  considered  to  be  an  event  of 
default  in  respect  of  the  issue  to  which  the  cross  default  covenant  applies. 

Cross  Product  AffeemeiUs:  Master  agreements  between  counterparties  covering  more  than  one  type  of 
derivative  instrument. 

Cumulative  Gap:  Same  as  Net  Gap,  but  incorporating  the  positive  or  negative  balance  from  preceding 
periods. 

Currency  Swaps:  A  transaction  involving  the  exchange  of  cash  flows  and  principal  in  one  currency  for 
those  in  another  with  an  agreement  to  reverse  the  principal  swap  at  a  future  date  In  a  currency  swap, 
each  participant  (referred  to  as  a  counterparty)  trades  a  fixed  amount  of  one  currency  for  a  fixed  amount 
of  a  different  currency.  The  swap  transaction  can  be  compared  to  a  pair  of  foreign  exchange  contracts, 
one  spot  and  one  forwanL  A  swap  agreement  incorporates  these  cash  flows  into  one  transaction.  The 
counterparties  agree  to  an  initial  exchange  of  currencies  at  the  prevailing  spot  exchange  rates. 
Simultaneously,  the  parties  agree  to  return  the  respective  currencies  to  the  original  holders  on  a  specified 
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future  date  at  the  original  rate  of  exchange.   The  return  of  currencies  can  also  be  structured  to  take  place 
over  a  series  of  repa/mera  dates  (annual,  semi-annual,  etc.),  rather  than  in  one  bimp  sum  at  maturity. 
The  cash  flows  in  currency  swaps  are  similar  to  principal  and  interest  payments  in  each  currency. 
Typically,  each  counterparty  borrows  at  a  fixed  rale  in  its  initial  curreruy.  Alternatively,  the  currency  could 
be  generated  in  the  nomal  course  of  busirtess.  In  either  case,  each  party  exchanges  a  currency  in  which  it 
has  a  temporary  surplus  for  the  equivalent  amount  of  another  curreruy  that  it  n^ds  or  that  it  can  invest 
more  profitability.   Over  the  term  of  the  swap,  the  parties  also  exchange  amounts  representing  interest 
payments  on  the  currertcies  initially  exchanged.   The  payments  received  can  be  used  to  service  the  interest 
payments  due  on  each  party's  original  borrowing.   The  difference  in  the  values  of  these  periodic  payments 
compensates  for  the  differential  in  interest  rates  in  the  two  countries  whose  currencies  were  swapped. 
Thus,  the  swap  mechanism  enables  a  borrower  of  one  currency  to  lock  in  a  source  of  fixed  rate  funding  in 
another  curreruy. 

Current  Coupon:  In  fixed  rate  securities,  a  coupon  which  approximates  current  yield  levels  for  similar 
securities.  Straight  debt  securities  with  current  coupons  have  prices  close  to  par,  and  in  floating  rate 
securities,  the  rate  of  interest  on  the  current  iruerest  period. 

Curreruy  Translation  Risk:  The  risk  that  a  loss  will  be  incurred  due  to  fluctuations  between  the  base 
curreruy  and  other  currencies  when  assets  and  liabilities  are  translated  into  the  base  curreruy  for 
accouiuing  purposes. 

Current  Exposure  Method:    Term  used  in  the  Basle  capital  accord  to  deruyte  a  method  of  assessing  credit 
risk  in  off-balance  sheet  transactions,  consisting  of  adding  the  market-to-market  replacemeru  cost  of  all 
contracts  with  positive  value  and  an  add-on  amouru  for  potential  credit  exposure  arising  from  future  price 
or  volatility  changes. 

Cuirera  Yield:  The  ratio  of  a  coupon  on  a  security  to  its  market  price,  expressed  as  a  percentage. 

Cushion  BoiuL  A  high  coupon  bond  selling  at  a  price  above  its  call  or  optiorutl  redemption  price. 

Custodiarv  An  institution  holding  securities  in  safekeeping  for  a  client. 

Dealer  Eruer  into  transactions  with  customers  and  other  market  participants,  seeking  to  profit  by 
maintaining  a  generally  balarued  portfolio  from  which  they  expect  to  earn  a  bid/offer  spread. 

Dealer  Market-  Market  characterized  by  the  existence  of  market  participarus  who  are  always  willing  to  buy 
and  sell 

Debt  Ratio:  A  measure  of  a  corporation 's  reliance  on  long-term  debt  as  a  source  of  capital  and  its 
flexibility  vis  a  vis  future  firumcings. 

Debt  Service:  Payments  of  interest  and  principal  on  total  borrowings  which  must  be  made  by  the  borrower 
in  the  period  during  which  its  debt  is  outstanding. 

Default:  A  failure  to  fulfil  the  conditions  of  a  contract;  for  example,  a  failure  to  make  timely  payment  of 
interest  or  principal  on  an  issue  of  securities. 

Deferral  Accounting:  The  postponement  of  hedge  insirumeru  gains  or  losses  to  coincide  with  the 
maturities  or  repricing  dates  of  the  underlying  asset  or  liability. 
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Delivery  Risk:  The  risk,  on  a  payment  date  when  each  party  has  an  obligation  to  make  a  payment,  that 
one  party  will  make  its  required  payment  but  the  other  will  fail  to  pay. 

Deba:  The  rate  of  change  of  an  option 's  price  with  respect  to  the  price  of  the  underlying  asset   The  ratio 
of  these  two  futures  is  called  the  delta.  An  option  whose  price  changes  by  $1  for  every  $2  change  in  the 
price  of  the  underlying  has  a  delta  of  .5.   Movement  in  the  delta  factor  can  vary  between  0  (as  the  option 
moves  further  out-of-the-mortey)  and  1.0  (as  the  option  moves  further  in-the-money).   The  delta  can  also 
be  viewed  as  the  first  derivative  of  an  option 's  price,  reflecting  what  the  amount  of  the  hedge  in  the 
underlying  instrument  should  be. 

Delta  Neutrat  A  position  established  when  the  writer  of  options  creates  a  combined  position  in  options 
and  underlying  instruments  that  will  be  unaffected  by  small  changes  in  the  prices  of  the  underlying 
instruments. 

Derivative:  A  contract  whose  value  depends  on,  or  'derives'  from,  the  value  of  an  underlying  instrument 
Such  underlying  instruments  include  interest  rates,  currency  exchange  rates,  commodity  prices,  equity 
(stock)  prices,  and  other  indices.  Its  primary  purpose  is  to  transfer  price  risks  associated  with  fluctuations 
in  asset  values  rather  than  to  borrow  and  lend  funds.   However,  derivative  financial  products  are  often 
analyzed  like  traditional  financial  products:  by  the  structure  of  cash  flows  and  the  underlying  index  or 
asset  value. 

Discount-  The  difference  between  par  and  the  price  of  an  issue,  for  issues  selling  below  par. 

Discount  Basis:  A  method  for  quoting  the  annualized  return  on  non-interest  bearing  securities,  which 
always  sell  at  a  discount,  in  which  the  amount  of  the  discount  from  par  represents  the  investor's  income 
during  the  life  of  the  securities. 

Discount  House:  A  U.K  institution  acting  as  intermediary  between  the  Bank  of  England  and  the  banking 
system.  It  enjoys  last  resort  facilities  at  the  Bank  of  England  and  participates  in  underwriting  the  weekly 
91  day  U.K.  Treasury  Bill  auction. 

Discount  Swaps:  Also  called  off-market  swaps,  in  which  the  fixed  payments  are  below  market  rates.  At 
the  end  of  the  swap,  the  shortfall  is  made  up  by  one  large  payment   The  credit  risk  taken  on  by  the  fixed 
rate  recipient  (usually  the  bank)  increases  with  the  discount  applied  to  interest  rates. 

Documentation  Risk:  Risks  arising  from  poor  or  missing  documentation  include  but  are  not  limited  to 
unenforceable  contracts,  deals  not  entered  on  a  timely  basis  (if  at  all)  and  deals  entered  incorrectly.   The 
preceding  could  lead  to  profitable  contracts  being  dishonored,  improper  hedges  effected,  trades  exceeding 
their  limits,  or  undue  exposure  to  a  single  counterparty.   These  risks  are  of  particular  concern  with  swap 
and  forward  transactions  because  they  are  negotiated  and  executed  over  the  telephone,  and  there  are  no 
standards  procedures  for  settling  the  transactions,  such  as  major  clearing  center. 

Double  Taxation  Agreement:  An  agreement  between  two  countries  intended  to  avoid  double  taxation  of 
income,  under  the  terms  of  which  an  investor  with  tax  liabilities  in  both  countries  can  either  apply  for  a 
reduction  of  taxes  imposed  by  one  country,  or  can  credit  taxes  paid  in  that  country  against  tax  liabilities  in 
the  other. 

Drop-Lode  A  hybrid  security  which  is  issued  as  a  floating  rate  instrument  but  which  becomes  a  fixed  rate 
bortd  when  Its  index  rate  falls  below  a  predetermined  trigger  rate. 

Due  Date:  The  date  on  which  payment  of  interest  or  principal  becomes  due  and  payable. 
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Due  Diligence:  This  is  a  legal  term  used  to  refer  to  the  efforts  necessary  to  ensure  adequate 
representations  and  disclosures  of  all  material  information. 

Due  Diligence  Review:  An  underwriter  is  exposed  to  the  potential  liability  under  securities  laws  for  selling 
securities  on  the  basis  of  erroneous  or  incomplete  information,  and  is  protected  against  this  liability  if  it 
meets  an  appropriate  standard  of  'due  diligence'  in  verifying  the  information  in  the  prospectus.   The 
review  consists  of  a  reasonable  investigation  of  information  performed  in  two  parts,  business  and  legal 
The  business  pan  covers  items  such  as  the  issuer's  operations,  managemeru,  research  and  development 
plans  and  stock  buy  back  plans.    The  legal  pan  covers  potential  legal  liability  claims  against  the  issuer  and 
documentary  records  of  its  business,  mainly  board  of  directors'  minutes. 

Duration:  A  measure  of  security's  maturity  which  takes  into  account  the  periodic  coupon  paymerus.  Or 
specifically,  the  weighted  average  maturity  of  all  the  paymerus  of  a  security,  coupons  and  principal,  where 
the  weights  are  the  discounted  present  values  of  the  payments.  As  such  the  duration  is  shorter  than  the 
stated  term  to  maturity  on  all  securities  except  for  zero  coupon  bonds. 

Earfy  Exerdse:  The  exercise  of  an  option  prior  to  its  expiration  date   Applies  only  to  American  options. 

Earning  Risk  Risk  of  loss  to  profitability  resulting  from  future  occurrerices. 

ECP:  Eurocommercial  Paper. 

ECU:  European  Currency  Unit. 

EMS:  European  Monetary  Systerru 

Effective  Date:  First  day  of  the  term  of  the  Rate  Swap  Transaction.  Also  known  as  Stan  Date  or 
Commencement  Date. 

Errxbedded  Options:  An  option  (either  tied  to  an  iruerest  rate  index,  to  an  equity  price  or  an  equity  index} 
embedded  in  a  debt  instrument  that  affects  the  instrumeru's  redemption.  Elxamples  include  callable  bonds 
and  mortgage  backed  securities. 

End-User  (swap  market):   In  contrast  to  a  swap-trading  institution,  a  counterparty  which  engages  in  a 
swap  to  change  its  interest  rate  or  currency  exposure.   End-users  may  be  nonfinancial  corporations, 
financial  institutions  or  governments. 

Equity  Options:  Encompass  a  class  of  options  giving  the  purchaser  the  right,  but  not  the  obligation,  to  buy 
or  sell  an  individual  share,  a  basket  or  shares,  or  an  equity  index  at  a  predetermined  price,  on  or  before  a 
fixed  date. 

Equity  Securities:  Principally  stock  or  other  traded  ownership  interests. 

Equity  Swaps:  A  transaction  that  allows  an  investor  to  exchange  the  rate  of  return  (or  component  there 
of)  on  an  equity  investment  (an  individual  share,  a  basket  or  index)  for  the  rate  of  return  on  another  non- 
equity or  equity  investment. 

Eurobonds:  Medium-to-long  term  debt  securities  issued  by  borrowers  outside  their  home  markets. 
Eurobonds  are  issued  in  a  number  of  currencies,  but  roughly  70-75%  are  denomiruued  in  U.S.  dollar. 

Eurocommerdal  Paper  (ECP):  Short-term  notes  issued  by  borrowers  outside  their  home  markets,  without 
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the  backing  of  a  syndicate  of  undenvriting  banks.   The  issuers  may  acquire  backup  liquidity  in  the  form  of 
a  bank  line  of  credit  to  support  their  note  issues.   However,  in  Eurocommercial  paper  programs,  backup 
agreements  are  separate  from  the  placing  arrangements  rather  than  being  part  of  a  committed  undenvriting 
facility.  Maturities  of  Eurocommercial  paper  can  be  tailored  to  suit  the  investor's  preference  and,  in  some 
cases,  paper  is  made  available  continuously,  with  bid  and  offer  prices  quoted  daily  for  all  maturities. 

Eurocurrency:  Funds  which  are  held  in  an  account  outside  the  country  in  whose  currency  they  are 
denominated. 

Eurodollar  Convention:  ISDA  convention  for  determining  exact  payment  or  period  end  dales. 

Euroissue:  A  term  referring  to  any  public  offering  or  private  placement  of  Eurosecurities.  Such  issues  are 
typically  placed  with  investors  in  more  than  one  country  by  an  international  syndicate. 

Euromarket:  A  general  term  for  the  international  capital  markets  which  encompasses,  inter  alia,  the 
market  for  Eurobonds,  Euro  FRNs,  Euro  CDs/FRCDs/ECP,  Euro  iruer-bank  deposits.  Euro  foreign 
exchange  and  Euro  syndicated  credits.  All  transactions  in  the  Euromarket  are  denominated  in 
Eurocurrencies. 

Euronotes:  Short-term  debt  securities  issued  by  borrowers  outside  their  home  markets.  To  date,  most 
Euronotes  have  been  issued  urder  medium-term  undenvriting  commitments  extended  by  commercial 
banks.   These  commitments  generally  involve  an  agreement  on  the  part  of  the  banks,  for  the  term  of  the 
facility,  either  to  purchase  any  notes  which  the  issuer  fails  to  sell  or  to  provide  credit  to  the  note  issuer  at  a 
specified  markup  over  market  rates  for  any  unsold  portion  of  the  notes. 

European  Currency  Unit  (ECU):  A  composite  currency,  the  value  of  which  is  determined  on  the  basis  of 
a  basket  of  European  currencies.  It  was  designed  as  a  unit  of  account  for  the  EMS  and  it  also  functions 
as  the  common  denominator  of  the  EUA. 

European  Monetary  System  (EMS):  The  group  of  European  countries,  (Belgium,  Luxembourg,  Denmark, 
Germany,  France,  Jtafy,Ireland  and  the  Netherlands)  which  agreed  in  March,  1979,  to  keep  their 
respective  currencies  within  certain  defined  upper  and  lower  limits  in  relation  to  each  other.  According  to 
the  original  agreement,  when  one  of  these  currencies  is  devalued,  a  realignment  within  the  EMS  will  take 
place,  and  all  rates  will  be  correspondingly  adjusted. 

European  Option:  An  option  which  may  be  exercised  only  on  its  expiration  date. 

Eurosecurity:  Any  security  issued  in  the  Euromarket 

Event  ofDefijulL-  A  default  upon  the  occurrence  of  which  either  an  investor  or  the  trustee  b  entitled  to 
call  in  the  outstanding  amount  of  the  related  issue  for  immediate  redemption  A  borrower's  failure  to 
comply  with  any  of  a  set  of  conditions  specified  in  the  terms  of  its  issue  of  securities  is  called  an  everu  of 
default,  and  may  include  non-payment,  non-compliance  with  a  covenant,  such  as  a  negative  pledge,  a 
cross-default,  insolvency  and  liquidation 

Event  Risk:  The  risk  that,  due  to  some  negative  event  such  as  a  leveraged  buyout,  professional  liability,  or 
war,  a  company  will  be  adversely  affected,  thus  decreasing  the  value  of  its  bonds  and/or  equity. 

Examination  and  Supervisory  Guidance-  The  universe  of  regulations,  statements  of  policy,  operating 
bulletins,  and  examination  and  procedural  manuals. 
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Exchange  Traded:  Instruments  with  standardized  contract  terms  traded  in  an  established  clearin^iouse 
environment. 

Exercise:  The  conversion  of  an  option  i/Uo  its  underlying  commodity  when  the  investor  demands  delivery. 

Exercise  Price:  The  fixed  price  at  which  an  option  holder  has  the  right  to  buy,  in  the  case  of  a  call  option, 
or  to  sell,  in  the  case  of  a  put  option,  the  financial  instrumera  covered  by  the  option. 

Exercise  Risk:  Occurs  when  a  bank  writes  (sells)  an  option.  It  is  the  risk  that  the  purchaser  will  choose  to 
exercise  the  option  to  either  buy  (in  the  case  of  a  call)  or  sell  (in  the  case  of  a  put)  a  security  at  a 
specified  price   Such  options  are  exercised  ordy  if  the  option  is  "in  the  money, '  that  is,  if  the  holder  can 
realize  a  gain  by  exercising  the  option.   If  an  option  has  not  been  exercised  by  its  expiration  date  it 
becomes  worthless.   The  seller  will  rtot  have  been  asked  to  perform  its  side  of  the  agreemertt  and  will  have 
profited  from  the  sale  by  the  full  extent  of  the  option  premium. 

Expiration  Date:  The  last  day  that  an  option  can  be  exercised  or  traded 

Exterulible  Maturity:  A  security's  maturity  in  respect  of  which  an  investor  has  an  option,  exercisable  on  a 
specified  date  or  dates,  to  extend  its  final  maturity  to  a  date  specified  in  the  terms  of  the  security. 

FDICbL  The  Federal  Deposit  Insurance  Corporation  Improvemeru  Act  of  1991. 

FIRREA:  Financial  Institutions  Reform,  Recovery  and  Enforcement  Aa  of  1989. 

Fair  Value  of  an  Option:  A  term  used  to  describe  the  worth  of  an  option  contract  as  determined  by  a 
mathematical  model   It  is  the  price  at  which  an  option  contract  should  be  trading  in  a  liquid  market 

Federal  Funds:  Deposit  balances  at  the  U.S.  Federal  Reserve  Bank,  most  of  which  represents  legal 
reserves  of  member  bank,  and  U.S.  Dollar,  Le  cash. 

Federal  Funds  Rate:  The  interest  rate  at  which  Federal  Funds  are  traded  and  which  is  monitored  by  the 
U.S.  Federal  Reserve  Bank  in  the  process  of  regulating  the  growth  of  bank  reserves  and  money  supply.  As 
such,  it  is  watched  by  market  participants. 

Firumdal  Futures:  Standardized  contracts  traded  on  organized  exchanges  to  purchase  or  sell  a  money 
market  instrument,  a  specific  fixed  income  security  or  class  of  securities,  including  a  foreign  currency,  on  a 
future  date  at  a  specified  price  It  also  includes  billion  and  iruiices  based  on  securities. 

Firewalls:  A  series  of  prudential  limitations  that  operate  by  addressing  practices,  transaaions  or 
relationships  that  have  the  potential  for  conflicts  of  interest,  unsound  banking  practices,  unfair  competition 
or  other  possible  adverse  effects  upon  affiliated  banks.   The  basic  approach  of  these  limitations  is  to 
require  ineligible  securities  activities  to  be  conducted  in  a  separate  strongly  capitalized  holding  company 
subsidiary. 

Fiscal  Agent:  A  bank  appointed  by  the  borrower  as  its  agent  for  a  new  issue  of  securities  when  rw  Trustee 
has  been  appointed.   Its  functions  include  those  of  a  principal  paying  ageru  and  a  ntunber  of  the  clerical 
functions,  but  rwne  of  the  fiduciary  responsibilities  of  a  Trustee 

Fixed  Rate  Interest:  Interest  on  a  security  which  is  calculated  as  a  constant  specified  percentage  of  the 
principal  amouru  and  paid  at  the  end  of  specified  interest  periods,  usually  annually  or  semi-annually  until 
maturity. 
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Fixed  Rate  Fofer.  A  party  obligated  to  make  payments  from  time  to  time  during  the  term  of  the  Rate 
Swap  Transaction  of  amounts  calculated  by  reference  to  a  fixed  per  annum  amount. 

Fixed  Rate  Provider  The  party  which  pays  the  floating  rate  and  receives  the  fixed  rate. 

Faed  Rate  Taker  The  party  which  pays  the  fixed  rate. 

Fixing:  The  interest  rate  on  a  floating  rate  security  or  loan  is  usually  determined  two  business  days  prior  to 
the  beginning  of  each  interest  period.    . 

Hat:  A  price  quoted  inclusive  of  accrued  interest;  and  a  commission  or  fee  which  is  calculated  as  a 
percentage  of  the  principal  value  of  an  issue  of  securities,  and  which  is  payable  once  (usually  at  issue),  as 
opposed  to  a  percentage  fee  payable  on  a  per  annum  basis  each  year. 

Floating  (Variable)  Rate  Interest:  Interest  on  an  instrument  or  issue  of  securities,  which  is  not  fixed  for 
the  life  of  the  instrument/issue,  but  which  is  periodically  determined  by  an  agent  bank  according  to  a 
formula  specified  in  the  terms  of  the  contract.   The  rate  is  usually  set  at  a  margin  above  a  specified  money 
market  rate.   For  example,  for  Eurodollar  securities,  it  is  typically  the  three  or  six  moruh  interbank  rate  at 
which  leading  banks  offer  Eurodollar  deposits  to  each  other. 

Floating  Rate  Note  (FRN):  Medium-term  securities  carrying  floating  rates  of  interest  that  are  reset  at 
regular  intervals,  typically  quarterly  or  semi-annually,  based  upon  some  predetermined  reference  rate, 
usually  LIBOR 

Floating  Rate  Payer  A  party  obligated  to  make  payments  from  time  to  time  during  the  Term  of  the  Rate 
Swap  Transaction  of  amounts  calculated  by  reference  to  a  floating  per  armum  rate 

Floating  Rate  Taker  The  party  which  makes  payments  based  on  a  floating  rate.  Also  called  the  Fixed 
Rate  Provider. 

Floor  A  contract  whereby  the  seller  agrees  to  pay  to  the  purchaser,  in  return  for  the  paymerU  of  a 
premium,  the  difference  between  current  interest  rates  and  an  agreed  (strike)  rate  times  the  notional 
amount  should  interest  rates  fall  below  the  agreed  rate.  A  floor  contract  is  effectively  a  string  of  interest 
rate  guarantees. 

Flow  of  Funds  Analysis:  In  macro  economic  analysis,  the  study  of  the  sources  and  uses  of  funds  for  the 
major  economic  sectors  of  an  economy. 

Foreign  Bond:  A  security  issued  by  a  borrower  in  a  domestic  capital  market  other  than  his  own  and 
denominated  in  the  currency  of  that  market. 

Foreign  Curreruy  Translation:  The  process  of  expressing  in  the  reporting  currency  of  the  institution  those 
amourus  that  are  denominated  or  measured  in  a  different  currency. 

Foreign  Exchange  Contracts:  A  agreement  between  two  parties  to  exchange  one  currency  for  another  at 
an  agreed  upon  exchange  rate. 

Forward:  For  delayed  settlement  on  a  mutually  agreed  date 

Forward  American  Optiorv  Option  giving  the  holder  the  right  to  exercise  a  put  or  a  call  at  a  time  in  the 
future  of  sometime  thereafter  during  the  life  of  the  option. 
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Forward  Contracts:  Over-the-counter  contracts  for  forward  placement  or  delayed  delivery  of  securities  in 
which  one  party  agrees  to  purchase  and  another  to  sell  a  specified  security  at  a  specified  price  for  future 
delivery.   Contracts  specifying  settlement  in  excess  of  30  days  following  trade  date  are  deemed  to  be 
fonvard  contracts.  Forward  contracts  are  not  traded  on  organized  exchanges  a/td  can  only  be  terminated 
by  agreemera  of  both  parties  to  the  transaction. 

Forward  (or  Future)  Rate  Afftement  (FRA):  Agreemeru  between  two  parties  wishing  to  protect 
themselves  against  future  movements  in  iiuerest  rates.   The  agreement  states  a  specific  interest  rate  to  be 
pad  on  a  notioruil  deposit  of  specified  maturity  at  a  specific  future  time  (the  settlemetU  date).  As  a  result, 
these  elements  share  characteristics  of  both  interest  rate  futures  and  interest  rate  swaps.   They  essentially 
serve  the  purpose  of  a  fixtures  contract,  and  are  settled  on  a  net  basis,  but  provide  the  flexibility  of  a  swap. 
FRAs  are  not  traded  on  exchanges  arui  are  not  subjea  to  margin  calls.   They  can  be  based  on  virtually 
any  agreed-upon  index,  can  involve  any  amount,  cover  arty  period  of  time  or  any  currency,  and  do  not 
require  the  exchange  of  principal   As  a  result,  they  can  be  structured  to  the  specific  needs  of  both  parties. 
Similar  to  financial  futures,  FRA  provide  an  off-balance  sheet  method  of  manapng  interest  rate  risk. 

Functional  Currency:  The  currency  of  the  primary  economic  environment  in  which  an  eruity  operates. 

Funding:  The  obtairung  of  capital,  debt  and  deposits. 

Futures  Contract  An  exchange-traded  contract  generally  calling  for  delivery  of  a  specified  amount  of  a 
particular  grade  of  commodity  or  firu2ncial  instrumeru  at  a  fixed  date  in  the  future.    Contracts  are  highly 
standardized  and  traders  rieed  only  agree  on  the  price  and  number  of  contracts  traded.    Traders'  positions 
are  maintained  at  the  exchange 's  clearinghouse,  which  becomes  a  couiuerparty  to  each  trader  once  the 
trade  has  been  cleared  at  the  end  of  each  day's  trading  session.   Members'  positions  are  marked-to- 
market  daily  at  the  clearinghouse  and  members  must  post  margin.   Most  trades  are  unwound  before 
delivery.   The  iruerposition  of  the  clearinghouse  facilitates  the  unwinding  sirtce  a  trader  need  not  find  his 
origirud  couruerparty  but  may  arrange  an  offsetting  position  wuh  airy  trader  on  the  exchange. 

Futures  Value:  The  expected  value  of  a  specified  future  date  of  a  payment  or  a  series  of  payments  which 
are  invested  at  a  specified  rate  uruil  such  future  date 

GAAP:  Generally  Accepted  Accounting  Principles. 

GamituL  When  applied  to  bonds,  a  measure  of  convexity;  the  rate  of  change  of  the  portfolio 's  delta  with 
respect  to  the  price  of  the  urulertying  asset 

General  Obligation  Bonds:  Bonds  issued  by  governments  where  payments  to  investors  are  dependent  on 
the  taxing  authority  of  the  govemmeru. 

GensakL  A  Yen  deru>minated  security's  repurchase  agreemeru. 

GUts  or  Gib-Edged:  Domestic  Pound  Sterling  denominated  securities  backed  by  the  full  faith  and  credit 
of  the  United  Kingdom  and  issued  by  the  U.K.  Treasury. 

Global  Boiut  A  temporary  certificate,  representing  a  whole  issue,  created  to  control  the  primary  market 
distribution  of  an  asset  of  securities  in  compliance  with  certain  legal  restrictions,  or  because  definitive  bond 
cenificates  are  not  immediately  available. 

Grey  MtwkeL-  The  Eurobond  market  in  which  issues  are  traded,  from  the  date  of  an  issue's  launch  until 
the  date  of  the  issuer's  allotment,  Le  during  the  primary  market  syndication  on  an  'if,  "as"  and  "when- 
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issued"  basis. 

Grass  Payments:    Means  that  each  party  will  make  full  payment  to  the  counterparty  on  the  payment  date. 

Gross  Underwriting  Spread:  The  difference  between  the  price  paid  by  the  public  to  an  underwriter  for 
securities  and  the  amount  paid  by  the  underwriter  to  the  issuer,  which  the  underwriter  expects  will  yield  a 
profit  to  the  underwriter. 

Group  of  Thirty:  International  panel  of  industry,  legal,  and  academic  representatives,  supported  by  the 
major  instiPutiorud  participants  in  the  global  financial  markets. 

Hatrcut:  A  specific  formula  used  in  the  valuation  of  securities  for  the  purpose  of  vakiing  a  broker- 
dealer's  net  capital   The  haircut  varies  according  to  the  class  of  security,  its  market  risk  and  its  time  to 
maturity. 

Hedge:  To  take  a  position  which  offsets  the  existing  or  anticipated  exposure  to  market  price  movement.  A 
perfect  hedge  will  eliminate  the  possibility  of  future  gain  or  loss. 

Hedge  Funds:  Speculative  funds  managing  investmerus  for  private  investors  (in  the  U.S.,  such  funds  are 
unregulated  if  the  rmmber  of  investors  does  not  exceed  one  hundred). 

Hedge-Warehouse:  Currency  swap  book  in  which  swaps  are  written  without  necessarily  entering  into  an 
offsetting  swap  positions. 

Hedging:  A  financial  technique  used  to  offset  investment  risk  such  as  risk  of  loss  from  price  fluctuations 
in  the  market. 

Historical  Loss  Rates:  Determined  from  data  accumulated  over  a  given  time  frame. 

Historical  Rate  RoOovers:  In  the  foreign  exchange  market,  off-market  rates  may  take  the  form  of 
historical  rate  rollovers.   In  a  typical  rollover,  the  financial  institution  will  be  asked  by  the  customer  to 
apply  the  historical  rate  of  a  maturing  contract  to  the  spot  end  of  a  new  pair  of  contracts  which,  in  effect, 
extends  the  maturing  contract,  thereby  deferring  any  gains  or  losses.   Historical  rate  rollovers  virtually 
always  involve  the  extension  of  credit  by  one  party  to  the  other.    While  accounting  conventions  do  not 
require  that  these  amount  be  recognized  in  the  books  as  loans  or  borrowings,  proper  risk  control  requires 
that  they  be  treated  as  such. 

Holdover  Trades:  Trades  which  were  transacted  but  not  yet  posted  to  the  ledgers.  Such  trades  should  be 
included,  however,  in  position  and  risk  management  reports  and  should  be  posted  immediately  on  the 
following  day. 

Hypothecate:  To  pledge,  mortgage  or  otherwise  place  a  charge  or  lien  upon  an  asset.    While  all  these 
terms  represent  a  security  interest,  they  have  highly  technical  meanings  in  English  law  usage.   Other  legal 
systems  use  the  terms  in  different  senses  and  the  interpretation  thus  depends  on  the  relevant  legal  system. 

Immediately  Available  Funds:  Funds  with  immediate  good  value,  e.g.  federal  funds  and  cash. 

Index:  A  numerical  figure  or  statistical  measure  adjusted  periodically  to  reflect  changes  in  the  quantity  of 
goods  produced,  prices  paid  or  loan  interest  rates,  by  comparing  current  activity  to  a  base  year  or  other 
specified  time  frame. 
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fneSgS>le  Securitiex  Certain  debt  and  equity  securities  that  cannot  be  underwritten  or  dealt  in  by  banks 
directly. 

InfiatioK  The  loss  of  purchtajig  power  of  money  over  time. 

Instntment  A  global  term  for  secur^ies,  encompassing  a  range  of  financial  debt  from  negotiable  deposits 
to  bonds.   Typically  used  in  relation  to  short  maturities,  such  as  money  market  instruments. 

Insured  Finandal  Institutions:  For  the  purposes  of  this  document,  commercial  banks,  savings  banks, 
savings  and  loans,  and  certain  trust  companies,  thrift  companies  and  industrial  loan  companies  that  have 
federal  deposit  insurance  coverage. 

fntabank  Rales:  The  rates  at  which  banks  bid  for  and  offer  deposits  to  each  other. 

Interest  /tee  Cap:  An  option-like  feature  for  which  the  buyer  pays  a  fee  or  premium  to  obtain  protection 
against  a  rise  in  particular  interest  rate  above  a  certain  level  If  the  covered  interest  rate  rises  above  the 
rate  ceiling,  the  seller  of  the  cap  pays  a  purchaser  an  amount  of  money  irutialty  agree  upon. 

Interest  Rtte  Contracts:  For  purposes  of  this  document,  include  interest  rate  swaps,  caps,  options,  floors, 
futures,  forwards  and  forward  rate  agreements. 

Internal  Rate  Gap:  The  exposure  to  change  in  interest  rates  at  a  particular  maturity. 

Interest  Rate  Risk  (IRR):  One  type  of  market  risk  that  concerns  the  sensitivity  of  a  bank's  financial 
performance  to  changes  in  interest  rates.   The  primary  determinant  of  the  interest  rate  risk  position  in  a 
bank  is  the  extent  of  mismatched  rates  and  maturities  for  a  bank's  assets  and  liabilities.   Both  on  arui  off- 
balance-sheet  instruments  can  carry  this  risk. 

Interest  Rate  Swap:  An  interest  rate  or  coupon  swap  is  a  contractual  agreement  to  exchange  one  interest 
rate  paymeru  for  another.   GeneraUy,  one  of  the  payments  is  based  on  a  fixed  rate  of  interest  while  the 
other  is  based  on  a  floating  rate   In  a  typical  interest  rate  swap,  two  parties  borrow  identical  principal 
amounts  (referred  to  as  the  noticmal  principal)  in  the  same  currency  for  the  same  period  from  different 
lenders.   One  borrower  pays  a  floating-rate  of  interest,  while  the  other  pays  a  fixed  rate  Simultaneously, 
the  two  borrowers  execute  a  swap  agreement.  Each  party  agrees  to  make  payments  to  the  other  based  on 
the  other  party's  cost  of  borrowing.   That  is,  the  borrower  with  the  fixed-rate  loan  agrees  to  make  floating- 
rate  payments  in  return  for  receiving  fixed  rate  payments  which  it  uses  to  service  its  fixed  rate  debt. 
Likewise,  the  participant  with  floatir\g-rate  debt  makes  the  fixed  rate  payments,  but  receives  floating-rate 
payments  needed  to  service  its  floating  rate  debt 

Intermediary  (swap  market):  A  coumerparty  who  enters  into  a  swap  in  order  to  earn  fees  or  trading 
profits.   Most  intermediaries,  or  swap  dealers,  are  major  U.S.  money<erUer  banks,  major  U.S.  arui  U.K. 
investment  and  merchant  banks,  a/id  major  Japanese  securities  companies. 

Interrud  Rate  of  Return:  The  interest  rate  which  equates  the  present  value  of  a  future  stream  of  payments 
with  the  initial  investment,  Le  the  yield-to-maturity. 

International  Monetary  Market  at  Chicago  Mercantile  ExtJumg/e  (Chicago):  Eutuoii  bank  certificates  of 
deposit,  British  pourtd,  Canadian  dollar,  Deutsche  mark.  Eurodollar,  European  Currency  Unit,  French 
franc,  gold,  Japanese  yen,  Swiss  franc,  U.S.  Treasury  bills. 
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In-the-Money  Option:  This  term  refers  to  the  situation  when  the  strike  price  of  a  call  is  lower  than  the 
market,  or  when  the  strike  price  of  a  put  is  higher  than  the  market 

Intraday  Credit  (or  DajfS^  Credit):  Credit  extended  for  a  period  less  than  one  business  day;  in  a  credit 
transfer  system  with  end-of-day  final  settlement,  daylight  credit  is  tacitly  extended  by  the  receiving 
institution  if  it  accepts  and  acts  on  a  payment  order  even  though  it  will  not  receive  final  funds  until  the 
end  of  the  business  day. 

Intrinsic  Value  of  an  Option:  The  amount  by  which  the  price  of  the  underlying  currency  exceeds  a  call 
option 's  strike  price,  or  by  which  a  put  option 's  strike  price  exceeds  the  price  of  the  underlying  currency.  It 
is  the  amount  that  the  owner  of  the  option  would  receive  if  the  option  were  exercised  at  the  current  market 
price.  An  option  that  has  intrinsic  value  is  said  to  be  in-the-money. 

Inverted  Yield  Curve:    Yields  on  the  short-term  securities  are  higher  than  those  on  the  long-term  securities 
of  the  same  quality. 

Invitation  Telex:  A  telex  to  prospective  syndicate  members  from  the  lead-manager  describing  a  primary 
market  issue  and  its  expected  terms  and  inviting  them  to  participate  in  the  underwriting  and/or  distribution 
of  the  issue. 

ISDA:  International  Swaps  and  Derivatives  Associatioru 

Issue  Date:  The  date  of  an  issue  of  securities  from  which  interest  accrues.  Issue  date  is  often  incorrectly 
used  as  the  date  on  which  allotments  are  made  for  new  issues  of  Eurosecurities.  In  fact,  the  issue  date  is 
the  same  as  the  payment  date. 

Issue  Price:  The  percentage  of  principal  value  at  which  the  price  of  a  new  issue  of  securities  is  fixed   The 
price  may  be  fixed  either  at  par,  at  a  discount  from  par,  or  at  a  premium  over  par. 

Joint  and  Severak    In  the  context  of  a  guarantee  for  which  there  is  more  than  one  guarantor,  this  term 
refers  to  each  guarantor's  liability  to  cover  his  own  failure  and  the  failure  of  any  other  guarantor(s)  to 
fulfil  their  obligation 

Junk  Bond:  A  bond  given  a  rating  lower  than  investmeru  grade  by  a  recognized  credit  rating  firm,  such  as 
Moody's  or  Standard  &  Poor's.   Investment  grades  are  the  highest  grades  given  to  bonds  perceived  to 
involve  the  least  amount  of  investment  risk 

Kansas  City  Board  of  Trade  (Kansas  City):  Futures:   Value  Line  Maxi  Index,  Value  Line  Mini  Index, 
wheat.  Futures  options:  wheat. 

Kappa  (RHO):  A  measure  of  the  impact  of  a  change  in  volatility  on  the  value  of  a  cap  or  floor 

Lead  Maiuiger:  Has  primary  underwriting  responsibility  among  syndicate  members,  and  performs  the 
following:  maintains  primary  interface  with  the  issuer;  chooses  syndicate  members  and  sets  u/uierwriting 
liabilities;  prices  the  issue  (with  input  from  co-managers);  runs  the  books  (Le.  determines  how  many  shares 
each  firm  gets  to  sell  and  keeps  track  of  irUerest  in  the  issue  and  actual  amounts  sold);  commits  the  most 
capital;  has  option  of  keeping  the  largest  amount  of  securities  to  sell;  performs  administrative  and 
organizational  duties  for  the  syndicate;  serves  as  market  maker  for  the  issue;  and  stabilizes  the  issue. 

Legal  Risk   The  possibility  of  a  change  in  laws  and/or  banking  regulations,  or  their  irUerpretation,  that 
invalidate  easting  contractual  agreements  or  other  wise  impede  the  efficient  conduct  of  banking  business. 
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Examples  include:  increasing  capital  requirements  for  off-balance-sheet  activities;  invalidation  of  rutting 
agreements  under  bankruptcy  laws;  invalidation  of  swaps  agreements  with  governmental  organizations;  and 
new  restrictions  on  bank  activities. 

Leverage:  The  debt  to  equity  position  of  a  company. 

Liability  Swap:  A  Swap  that  transforms  the  cash  flows  (interest  expense)  from  an  underlying  borrowing. 

Life:  This  period  between  a  security's  issue  date  and  its  final  maturity. 

Life-to-Calt  The  period  remaining  before  a  borrower's  first  option  to  call  or  redeem  a  security. 

Limits:  Maximum  risk  levels  defined  for  each  portfolio  by  senior  management. 

Liquidity:  Characteristic  of  a  security  or  commodity  with  enough  units  outstanding  to  allow  large 
transactions  without  a  sitbstantial  decrease  in  price. 

Liquidity  Ratios:  Ratios  which  reflect  a  borrower's  ability  to  meet  its  short-term  obligations. 

Liquidity  Risk:  The  risk  that  a  commodity  or  security  can  not  be  bought  or  sold  quickly  enough  or  in 
sufficient  quantities  at  a  reasonable  price  The  higher  the  uncertainty  associated  with  the  timing  and 
amount  of  cash  flows  of  a  transaction,  the  higher  the  liquidity  risk 

Listing:  The  acceptance  of  an  issue  of  securities  for  trading  on  a  stock  exchange.  Prices  on  such  stock 
exchange  are  available  to  the  public 

Lock-up  Period:  The  period  between  an  issue's  closing  date  and  the  issue  of  definitive  certificates,  during 
which  a  global  bond  usually  represents  the  issue. 

LOCOM:  Lower  of  cost  or  market  value.  An  accounting  method  used  for  specified  securities  and  trading 
instruments. 

London  Interbank  Bid  Rate  (LIBID):  The  rate  at  which  prime  banks  offer  to  make  Eurodollar  deposits 
from  other  prime  banks  for  a  given  maturity. 

London  Interbank  Offered  Rate  (LIBOR):  The  rate  at  which  prime  banks  offer  to  make  Eurodollar 
deposits  with  other  prime  banks  for  a  given  maturity  (and  sometimes  a  given  amount  as  well),  which  can 
range  from  overnight  to  five  years. 

Long  Date  Foreign  Exchange  Deat  Foreign  exchange  deals  with  a  maturity  of  greater  than  372  days. 

Long  Position:  Owrxership  of  a  security,  giving  the  investor  the  right  to  transfer  ownership  to  someone  else; 
the  right  to  receive  income  paid  by  the  security;  and  the  right  to  profits  or  losses  as  the  value  of  the  security 
changes. 

Long-Term:  In  the  Eurobond  market,  refers  to  initial  maturities  longer  than  seven  years;  and  under 
sta/tdard  accounti/tg  practice,  refers  to  long-term  debt  with  a  remaining  maturity  greater  than  one  year 

Macaulay  Duration:  Elasticity  of  price  change  with  respect  to  yield  change  %  Price  Change  %  Yield 
Change. 
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Management  Group:  The  primary  undenvriiers  of  a  new  issue  comprising  the  managers. 

Mandatory  Redemption:  A  feature  of  an  issue  prior  to  its  maturity,  either  by  open  market  purchases  at 
any  price,  or  by  drawing  by  lot  for  paymeru  at  par,  through  the  operation  of  a  sinking  fund. 

Margin:  Funds  or  collateral  posted  as  a  good- faith  performance  guarantee.   Futures  and  options  exchange 
often  require  traders  to  post  initial  margin  when  they  enter  iruo  new  contracts.   Margin  accounts  are 
debited  or  credited  to  reflect  changes  in  the  current  market  prices  on  the  positions  held.  Members  must 
replenish  the  margin  account  if  margin  falls  below  a  minimum.   In  similar  fashion,  customers  must  post 
margin  on  positions  held  for  them  at  the  exchange  clearinghouse  by  member  firms. 

Market  Liquidity:  Measured  by  participants  as  the  extent  to  which  their  own  actions  (transactions)  change 
the  market  price  of  an  asset.  A  market  is  said  to  be  liquid  if  the  immediate  reversal  of  a  transaction  does 
not  involve  losses  (other  than  fixed  transaction  costs). 

Market  Liquidity  Risk:  One  type  of  market  risk  that  corwems  the  uncertainty  associated  with  the  market 
liquidity  of  a  financial  asset.   Often  considered  as  the  risk  that  a  (negotiable  or  assignable)  financial 
instrument  cannot  be  sold  quickly  and  at  a  price  close  to  its  fundamental  value. 

Market  Risk:  The  combination  of  risks  resulting  in  changes  from  market  conditions.  In  the  broadest 
definition  this  includes  price  risk,  yield  curve  risk,  basis  risk,  the  range  of  options  risk  and  liquidity  risk 

Marking-to-Market:  The  process  of  recalculating  the  exposure  in  a  trading  position  or  a  portfolio  (of 
securities,  equities  or  derivatives)  on  the  basis  of  current  market  prices. 

Master  Affeement:  An  agreement  that  incorporates  the  entire  range  of  derivative  (usually  swap) 
transactions  between  two  couruerparties  into  one  legal  agreement 

Maturity  (Final  Maturity):  The  end  date  of  a  security,  Le  the  date  on  which  the  principal  or  nominal 
value  becomes  due  and  payable  in  full  to  the  holder.   Note:  maturity  is  a  general  term  which  can  also 
take  into  account  various  borrower  and/or  lender  options.   See  average  life,  put,  call,  retractable  arxd 
extendible.  Final  maturity  is  a  more  specific  terms  which  is  used  to  signify  a  security's  ultimate  repayment 
date 

MidAmerica  Commodity  Exchange  (Chicago):  Futures:  British  pound,  Canadian  dollar,  copper,  com, 
Deutsche  mark,  gold  Japanese  yen,  live  cattle,  live  hogs,  oats,  piatirmm,  silver,  soybeans,  soybean  meal, 
Swiss  franc,  U.S.  Treasury  bills,  U.S.  Treasury  bonds,  wheat.   Futures  options:  gold,  soybean,  wheat 

Minimum  Rate:  In  the  context  of  floating  rate  notes,  that  interest  rate  below  which  the  coupon  may  not 
be  fixed  while  the  issue  is  outstanding. 

Minneapolis  Gnan  Exchange  (Minneapolis):  Futures:  high  fructose  com  syrup,  spring  wheat,  white 
wheat.   Futures  options:  spring  wheat. 

Mismatched  Payment  Swap:  A  transaction  in  which  the  parties  are  required  to  make  payments  at 
different  intervals  (eg.  the  fixed  rate  payer  makes  its  payments  annually  but  the  floating  rate  payer  makes 
payments  semiannually). 

Money  Center  Banks:  Large,  multinational  U.S.  banks  historically  headquartered  in  New  York,  Chicago, 
and  San  Francisco. 
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Monef  Makeb    The  market  for  interbcmk  funds,  CDs  and  FRCDs.   The  term  also  refers  to  the  market 
for  new  issues  of  securities  due  in  less  than  one  year,  such  as  CP  and  ECP  and  more  generally,  if  not  quite 
correctly,  to  FRNs. 

Money  Market  Baac  Calculated  on  a  basis  of  actual/360  or  365/360  basis,  with  each  period  running 
from  (and  including)  the  commencement  date  of  that  period  to  (but  excludirtg  the  last  day  of  the  period 
Money  market  basis  quote  =  Bond  basis  quote  360/365. 

Mutdateral  Netting:  Netting  arrangements  involving  more  than  two  counterparties. 
NASDAQ  100  index. 

MuU-Refix  Coupon:    A  coupon  which  reprices  more  than  once  within  each  coupon  period 

National  AssodOion  of  Securities  Dealers  Quotation  System  (NASDAQ):  Index  Option: 
Pacific  Stock  Exchange  (San  Francisco):  Index  Options:   Technology  Index. 

Negotiation:  A  type  of  firm  commitment  underwriting  whereby  the  issuer  chooses  the  underwriter  without 
competitive  bidding  and  the  gross  underwriting  spread  between  the  purchase  price  paid  to  the  issuer  by  the 
underwriter  and  the  public  offering  price  is  determined  through  negotiation  between  the  issuer  and  the 
underwriter  (or  lead  manager  representing  the  syndicate). 

Netting  (or  Netting  Schemes):  An  agreed  offsetting  of  positions  or  obligations  by  trading  partners  or 
participants  in  a  system.   The  netting  reduces  a  larger  number  of  individual  positions  or  obligations  to  a 
smaller  number  of  positions.   Netting  may  take  several  forms  which  have  varying  degrees  of  legal 
enforceability  in  the  event  of  default  of  one  of  the  parries. 

New  York  Cotton  Exchange  (New  York):  Ei^MSii  cotton,  orange  juice,  propane.   Futures  options: 
cotton,  orange  juice,  FINEX  (a  division  of  the  Cotton  Exchange),  European  Currency  Unit  futures,  U.S. 
dollar  futures,  U.S  dollar  futures  options. 

New  York  Futures  Exchange  (division  of  the  New  York  Stock  Exchange)  (New  York):  Futures: 
Commodity  Research  Bureau  Futures  Price  Index,  New  York  Stock  Exchange  Composite  Index.   Futures 
options:  New  York  Stock  Exchange  Composite  Index. 

New  York  Maamtile  Exchange  (New  York):  Futures:  crude  oil,  gasoline  (leaded  and  unleaded),  no.  2 
heating  oil,  palladium,  plati/mm,  potatoes.   Futures  options:  crude  oil 

New  York  Stock  Exchange  (New  York):  Index  Options:  New  York  Stock  Exchange  Beta  Index,  New 
York  Stock  Exchange  Options  Index. 

Nomiruil  Amount  or  Value:  The  value  stated  on  the  face  of  a  security. 

Nominative:  Nominee:  A  person  or  entity  holding  a  security  in  his  own  name  for  the  benefit  of  the  actual 
or  beneficial  owner,  usiudly  to  ensure  anonymity. 

Non-Callable:  An  exemption  of  an  issue  for  a  stated  time  period  from  any  kind  of  redemption  at  the 
option  of  the  borrower.   This  period  may  be  pan  of  the  life  of  an  issue  or  its  entire  life. 

Note:  1)  A  promise  to  pay,  as  distinguished  from  an  order  to  pay.  A  written  promise  of  a  borrower  to  pay 
a  certain  sum  of  money,  to  a  person  named  as  payee,  on  demaixd  or  at  a  fixed  or  determinable  future 
date   2)  A  fixed  rate  debt  instmment  with  a  maturity  of  less  than  eight  years;  and  3)  Any  floating  rate 
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debt  instrument  other  than  an  FRCD,  regardless  of  maturity. 

Notional  Value  (or  Notional  Principal):  The  underlying  face  amount  on  which  some  index,  price 
movement,  interest  rate  or  multiple,  acts  in  order  to  determine  the  actual  cash  flows  to  be  paid  or  received. 
Notional  principal  amounts  calibrate  the  volume  of  future  cash  flows  but  do  not  represent  the  actual 
amount  transferred   The  notional  amount  is  not  exchanged  or  owed  in  most  cases. 

Novation:  The  satisfaction  and  discharge  of  existing  contractual  obligations  by  the  substitution  of  new 
contractual  obligations  (whose  effect,  for  example,  is  to  replace  gross  with  net  payment  obligations.) 

Odd-Lot:  Any  block  of  securities  bid  or  offered,  which  is  smaller  than  the  standard  round  lot  size  for  that 
type  of  security.   General  over-the<ounter  market  practice  dictates  that  prices  for  odd-lots  are 
discretioiutry. 

Off-Bakmce  Sheet  Activities:  Banks'  business  that  does  not  generally  involve  the  recording  of  assets  or 
liabilities,  but  that  are  important  features  of  banks'  asset  and  liability  management  process.  Examples 
include  derivatives  and  the  panting  of  stand-by  commitmerus  and  letters  of  credit. 

Offering  Date:  The  day  on  which  a  new  issue's  allotments  are  made. 

Offset:  A  transaction  that  results  in  canceling  or  reducing  a  claim.  In  general  accounting  terms,  the 
transaction  equals  or  counterbalances  another  transaction  on  the  opposite  side  of  the  same  ledger  or  the 
ledger  of  another  account.  In  banking,  the  right  ofoffiet  is  the  bank's  legal  right  to  seize  deposit  funds  to 
cover  a  loan  in  default 

Offshore:  In  respect  of  taxation,  any  location  where  levels  of  taxation  or  regulations  governing  operations 
are  sufficiently  favorable  to  attract  borrowers,  and  lender,  of  funds  from  major  fiiumcial  centos.  Used  to 
desigruite  arty  location  foreign  to  an  investor's  country  of  residence  and/or  ruxtionality. 

OID:  Origiruil  Issue  Discount  Securities. 

Operating  Risk:  The  risk  that  the  value  of  a  company  will  decrease  due  to  a  breakdown  in  its  operations 
such  as  back-office  problems,  errors  or  fraud. 

Optimization  Trades:  Adjustments  to  portfolio  hedges.  Not  matched  to  any  particular  swap  deal,  but 
aggregated  into  maturity  banks  for  purposes  of  amortizing  hedge  gains  and  losses. 

OptioruiL  A  borrower's  option  to  retire  or  cancel  the  whole  or  part  of  an  issue  of  its  securities  prior  to  its 
maturity,  at  prices  at  or  above  par. 

Options  Contracts:  Contracts  that  gram  the  purchaser  the  right,  but  rwt  the  obligation,  to  either  buy  or 
sell  an  underlying  security,  money  market  instrument,  foreign  exchange,  bullion,  index  based  on  securities, 
or  financial  futures  contract   Certain  options  trade  over-the-courUer  and  specify  delivery  of  the  underlying 
instrument   Other  options  trade  on  securities  exchanges  and  may  specify  either  delivery  of  the  underlying 
security  or  payment  of  net  obligations  based  upon  an  agreed  upon  index  of  securities.   Still  other  options, 
which  specify  delivery  of  futures  contracts,  trade  on  commodities  exchanges.   Call  options  enable  the 
holder  to  buy  the  underlying  firumcial  instruments  (s)  at  a  specified  price;  put  options  allow  the  holder  to 
sell  the  instrument  at  a  specified  price. 

Original  Exposure  Method:  A  term  used  in  the  Basle  capital  acconl  to  denote  a  method  for  assessing  the 
credit  risk  in  a  derivatives  portfolio,  consisting  of  applying  a  standard  set  of  conversion  factors  to  the 
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notional  principal  amounts  of  each  instrument  according  to  the  nature  of  the  instrumeru  and  its  maturity. 

Original  Issue  Discount  Securities  (OID):  Securities  issued  with  coupons  substantially  below  current 
market  levels,  thereby  utilizing  the  OID  to  substitute  for  a  portion  of  future  current  coupon  income. 

ore  Market  (Over-the-<^ounter  Mtrket):  Trading  in  firumcial  instruments  transacted  off  orga/tized 
exchanges.   Generally  the  parties  must  negotiate  all  details  of  the  transactions,  or  agree  to  certain 
simplifying  market  conventions.   In  most  cases,  OTC  market  transactions  are  negotiated  over  the 
telephone.   OTC  trading  includes  transactions  among  market-makers  and  between  market-makers  artd 
their  customers.   Firms  mutually  determine  their  trading  partners  on  a  bilateral  basis. 

Out-of-the- Money:  An  option  whose  strike  price  is  higher  than  the  current  market  for  the  underlying 
instrument  or  a  put  option  whose  strike  price  is  lower  than  the  current  price. 

Overborrowed:  Position  in  which  swap  fixed  coupons  are  to  be  paid. 

OveHent:  Position  in  which  swap  coupons  are  to  be  received. 

Over-lhe-Counter  (OTC):  Trading  in  financial  instrujnents  transacted  off  organized  exchanges,  and  in 
which  transactions  are  completed  by  principals  over  the  telephone,  telex  or  by  computer.   Generally  the 
parties  must  negotiate  all  details  of  the  transactions  and  therefore  mutually  determine  their  trading  partners 
on  a  bilateral  basis. 

Par  Price;  100%  of  the  principal  value  of  a  debt  security.    Value;  that  value  assigned  by  a  corporation  to 
its  common  or  preferred  stock. 

Pari  Passu:  Without  partiality;  used  in  the  context  of  unsecured  debt  securities,  which  are  said  to  rank 
"par  passu"  with  each  other,  or  with  other  unsecured  debt,  Le  they  rank  equally  with  each  other  or  with 
other  debt  in  right  or  payment. 

Parity:  In  foreign  exchange  terms,  it  refers  to  the  predetermined  limits  within  which  any  given  currency 
may  fluctuate  against  another  currency. 

Paying  Agent:   One  bank  or  one  of  a  group  of  banks  responsible  for  the  mechanical  task  of  making  due 
paymerus  of  principal  and  interest  to  a  holder  of  a  security  against  preseruation  of  a  security  or  its 
coupons. 

Payment  Date:  That  date  in  a  primary  issue  on  which  syndicate  members  pay  the  lead-manager  for  their 
allotments  of  securities.   An  interest  payment  date  arul  a  settlement  date  in  respect  of  seconday  market 
transactions. 

Payout  Ratio:   The  percentage  of  an  uitderwriting  fee  that  is  paid  by  the  lead-manager  to  all  the 
underwriters  of  a  new  issue,  after  adjustment  for  profits  or  losses,  if  any,  on  the  stabilization  of  the  issue  in 
the  secondary  market  and  deduction  for  any  costs  incurred  by  the  lead-manager  in  preparation  of  the 
issue,  insofar  as  such  costs  are  not  reimbursed  by  the  borrower. 

Phihkielphia  Stock  Elzchange  (Philadelphia):   Foreign  Currency  Futures:  Australian  dollar,  British  pound, 
Canadian  dollar,  Deutsche  mark,  European  Currency  Unit,  French  franc,  Japanese  yen,  Swiss  franc 
Foreign  currency  options:  Australian  dollar,  British  pound,  Canadian  dollar,  Deutsche  mark,  European 
Currency  Unit,  French  franc,  Japanese  yen,  Swiss  franc.    Futures:  Natioruil  Over-The-CourUer  Index 
Futures  (Philadelphia  Board  of  Trade).   Index  options:  Gold/Silver  Index,  National  OTC  Index,  Value 
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Line  Composite  Index.   Interest  rate  options:  Eurodollar  deposits,  European  Currency  Unit 

Pip:  One  I/IOO  of  one  percent  of  the  principal  value  of  a  security,  e.g.  $0.10  per  $1000.  It  is  used  to 
express  price  differentials  and  it  should  not  be  confused  with  a  basis  point. 

Place:  Generally  when  a  retail  investor  purchases  new  issues  securities  during  the  course  of  its  primary 
market  distribution;  and  when  a  professiorud  intermediary  purchases,  at  par  or  at  a  discount,  "bought- 
deal"  issue's  securities  during  its  primary  market  distribution. 

Plain  Vanilla  Sw<^  U.S.  Dollar  swap  indexed  to  six  month  LIBOR. 

Point:  One  percent  of  the  principal  value  of  a  security,  e.g  $10  per  $1000.  Bond  prices  are  quoted  in 
points  and  fractions  of  points  that  should  not  be  confused  with  basis  points. 

Portfolio:  The  securities  owned  by  an  investor  are  said  to  be  held  in  the  investor's  portfolio. 

Post-closing  Adjustments:  Entries  which  belong  to  general  ledger  accounts  as  of  the  end  of  the  day,  but 
get  booked  later,  typically  as  a  result  of  an  accounting  error  or  a  receipt  of  funds  late  in  the  aftemoort 
(Note:  These  entries  do  not  include  "as  of  adjustments,  that  is,  entries  to  show  receipt  or  payment  of 
funds  that  should  have  occurred,  but  did  not  actually  take  place.) 

Preceding  Day  Convention:  If  a  coupon  or  maturity  date  falls  on  a  weekend,  holiday,  or  other  non- 
business day,  payment  will  be  made  on  the  business  day  preceding  the  schedided  payment  date. 

Preferred  Stock:  Share,  evidencing  ownership  in  a  corporation,  which  pay  a  fixed  percentage  dividend  but 
which  do  not  give  the  holder  voting  privileges. 

Preliminary  Prospectus:  A  prospectus  prepared  by  the  lead-manager  of  an  issue  in  conjunction  with  the 
borrower  and  distributed  on  the  launch  date.  It  contains  all  relevant  details  about  the  securities  and  the 
borrower,  rate  excludes  the  final  terms.  It  is  subject  to  revision 

Premium:  The  price  paid  for  an  option  by  an  option  buyer  (holder)  to  an  option  seller  (writer). 

Prepayment  Risk  The  probability  that  the  borrower  or  mortgage  holder  will  pay  the  obligation  before  its 
scheduled  maturity. 

Prescribed  or  Prescription  Period:  The  period  of  time,  determined  by  the  relevant  governing  law,  which 
must  elapse  before  the  amounts  due  utider  a  contract  becomes  no  longer  payable. 

Present  Value:  The  curreru  worth  of  a  future  payment  or  a  series  of  payments  when  discounted  at  a 
specified  interest  rate.  Future  value  becomes  present  value  through  the  process  of  discounting. 

Price  Risk:  The  risk  that  a  security's  price  may  fluctuate  Price  volatility,  a  proxy  of  price  risk,  can  be 
measured  as  the  standard  deviation  of  historical  weighted  weekly  returns. 

Primary  Credit  Responsibility  (PCR):  The  banking  unit  with  the  credit  responsibility  for  the  client 

Primary  Federal  Regulator  For  Nationally  chartered  banks  the  Office  of  the  Comptroller  of  the  Currency; 
for  State  Member  Banks  the  Federal  Reserve;  for  State  Nonmember  Banks  the  Federal  Deposit  Insurance 
Corporation  and  for  Savings  and  Loans  the  Office  of  Thrift  Supervision. 
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Prinuvy  or  Primary  Market:  The  market  in  which  new  issues  of  securities  are  initiaify  syndicated  and 
distributed,  Le.  sold  or  placed. 

Prime  Rale  (as  used  in  the  U.S.  Domestk  Market):  The  rate  of  interest  at  which  a  commercial  bank 
offers  to  lend  money  to  its  most  crediti*^rthy  customers.   The  approximate  average  of  prime  rates  quoted 
by  the  major  U.S.  bank  on  a  given  day. 

PrindpaL  A  legal  term  used  to  designate  one  who  appoints  another  person  to  act  as  his  agent   Orte  who 
acts  for  his  own  account  as  a  dealer  or  market-marker  in  a  transaction   The  amount,  inscribed  on  the 
face  of  a  security,  exclusive  of  interest  or  premium,  due  to  a  security  holder  at  maturity  and  it  is  the 
amount  used  in  the  computation  of  interest  due  on  such  security. 

Principal  Exchange:  The  amounts  exchanged  at  the  beginning  and  eixd  of  a  currency  swap.   These 
exchanges  may  be  different  in  amount  and  in  currency  from  the  notional  used  to  calculate  the  coupon 
during  the  swap.    In  a  startdard  currency  swap,  the  notional  principal  will  equal  the  initial  principal 
exchange. 

Principal  Paying  Agent:  The  bank  responsible  for  coordinating  the  operations  of  an  issue's  paying  ageru. 
Such  an  agent  is  usually  only  appointed  when  there  is  a  trustee  to  the  issue  of  securities. 

Private  Placement-  An  issue,  for  which  the  group  of  underwriting  banks  consists  only  of  managers  and  the 
securities  of  which  are  generally  each  issued  in  denominations  of  il 0,000  or  more  artd  which  are  generally 
sold  to  a  limited  number  of  institutional  investors.   Private  placements  are  sometimes  listed  on  a  stock 
exchange  either  by  the  offering  date  or  within  several  months  there  after. 

Promissory  Note  or  Letter.   An  unconditional  promise  in  writing,  signed  by  the  debtor,  to  pay  a  specific 
sum  on  demand  or  at  a  fixed  or  determinable  future  date. 

Prospectus  or  Offering  Memorandum:  A  formal  written  offer  to  sell  securities  prepared  by  the  lead- 
manager  of  an  issue  arui  must  be  filed  with  the  Securities  and  Exchange  Commission   It  is  made 
available  to  the  appropriate  legal  authorities,  stock  exchanges,  and  prospective  investors.  A  preliminary 
prospectus  is  generally  despatched  at  the  beginning  of  the  subscription  period  and  sets  fonh  the  plan  for  a 
proposed  business  eruerprise  or  the  facts  concerning  an  existing  one  that  an  investor  needs  to  make  an 
informed  decision  A  final  prospectus  is  despatched  immediately  after  both  the  final  terms  have  been  fixed 
and  the  subscription  agreement  has  been  signed  by  the  borrower  artd  the  managers. 

Public  Offering:  An  offering  for  sale  of  a  new  issue  of  securities  to  the  general  investing  public.  Securities 
of  such  an  offering  will  generally  be  placed  through  a  syndicate,  will  have  securities  issued  in  small 
denominations  (e.g  $1,000  each)  and  will  be  listed  on  a  stock  exchange. 

Purchase  Agent:  A  bank  designated  by  a  borrower  to  use  its  best  efforts  to  purchase  bonds  on  the 
borrower's  behalf  to  satisfy  its  purchase  fund  obligations. 

Purchase  Fund:  A  form  of  mandatory  redemption  whereby  the  borrower,  either  itself  and/or  via  a 
purchase  agent,  agrees  to  use  its  best  efforts  to  purchase,  in  the  open  market,  specified  amounts  of  an  issue 
per  annum  in  the  event  that  the  market  price  falls  below  a  specified  level,  usually  par. 

Put-  An  option  giving  the  buyer  the  right,  but  not  the  obligation,  to  sell  a  specific  quantity  of  the 
underlying  currency,  instrument,  or  commodity  at  a  set  price,  the  exercise  or  strike  price,  on  or  before  a 
fixed  date  in  the  future  in  exchange  for  a  fee  (the  option  premium). 
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Qualified  Pinandal  Contract:  Spedficatty  defined  in  FIRREA  to  include  any  'securities  contract, 
commodity  contract,  fiytward  contract,  swap  agreemerU,  and  any  similar  agreement... " 

Quality:  The  degree  of  credit  risk  of  a  security  or  borrower.  High  quality  borrowers  are  perceived  to  have 
greater  than  average  ability  to  make  debt  service  payments  arui  hence  offer  less  risk. 

Quotation  or  Quote:  Bid  and/or  offered  price  or  yield  in  a  subject  market,  Le.  an  indication  of  market 
levels,  but  not  necessarily  the  price  or  yield  at  which  a  security  can  be  bought  or  sold. 

Rally:  An  expression  used  to  indicate  a  rise  in  prices  following  a  flat  or  declining  treruL 

RAP:  Regulatory  Accounting  Priru:iples. 

Rating:  The  evaluation  of  an  issue's  investment  quality,  by  a  U.S.  rating  agency,  such  as  Moody's  or 
Standard  and  Poor'i.  An  issue  ratirtg  may  change  as  the  borrower's  firumcial  condition  changes. 

Real  Rate  of  Return:  That  rate  of  return  derived  by  subtracting  the  rate  of  inflation  from  the  nombial  rate 
of  return. 

Redemptiorv  The  purchase  and  cancellation  of  outstanding  securities  through  a  cash  payment  to  the 
holder.    Securities  called  for  redemption,  but  not  surrendered,  cease  to  earn  interest  after  the  redemption 
date. 

Redemption  Price:  The  price  at  which  a  security  is,  in  the  case  of  mandatory  redemption,  or  may  be,  in 
the  case  of  optiorud  redemption  or  a  put,  redeemed  prior  to  it's  maturity  date.  Redemption  prices  are 
determined  when  the  security  is  issued,  and  are  usually  set  either  at  par,  or  at  a  premium  over  par. 

Reference  Banks:  Prime  bank  whose  quotations  for  deposits  in  a  money  market  are  used  by  an  agent 
banks  in  determining  the  interest  rate  on  a  floating  rate  instrument.  For  purpose  of  the  LIBOR 
(Reference  Banks)  Floating  Rate  Option,  four  mafor  banks  in  the  London  iruerbank  market.   For  purpose 
of  the  Prime  (Reference  Banks)  Floating  Rate  Option,  three  mafor  banks  in  New  York  City.  Banks  are 
selected  by  the  Calculation  Agent. 

Refererux  Dealers:  For  purposes  of  the  Treasury  Bill  (Secondary  Market)  Floating  Rate  Option,  three 
primary  United  States  Government  securities  dealers  in  New  York  City.   For  purposes  of  the  CD 
(Reference  Dealers)  Floating  Rate  Option,  three  leading  nonbank  dealers  in  negotiable  Dollar  certificates 
of  deposit  in  New  York  City.  For  purposes  of  the  Commercial  Paper  (Reference  Dealers)  Floating  Rate 
Option,  three  leading  dealers  of  commercial  paper  in  New  York  City.  For  purpose  of  the  Federal  Funds 
(reference  Dealers)  Floating  Rate  Option,  three  leading  brokers  of  the  Federal  funds  transactions  in  New 
York  City.  For  purpose  of  the  Bankers  Acceptance  (Reference  Dealers)  Floating  Rate  Option,  three 
leading  dealers  of  bankers  acceptances  in  New  York  CUy.  In  each  case.  Reference  Dealers  are  selected  by 
the  Calculation  AgerU. 

Reforence  Rate:  The  irUerest  rate  used  as  an  index  for  pricing  or  determining  cash  flow  of  a  derivative 
product. 

Regulatory  Accounting  Principles  (RAP):  The  reporting  requirements  as  defined  in  the  instructions  for 
FFIEC  regulatory  reports.    Wherever  the  instructions  do  not  specifically  cover  a  transaction,  U.S.  Generally 
Accepted  Accounting  Principles  apply.  RAP  supersedes  an  institution's  own  standards  in  the  event  of  a 
discrepancy  between  RAP  and  the  official  records  of  the  institution.  Any  ambi^uty  regarding  the 
instmctions  should  be  clarified  by  the  FRB  department  which  collects  the  report  from  the  respondent. 
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ReguJatory  Captat   The  minimum  capital  backing  required  by  national  regulators  to  cover  the  credit  risk 
of  banks'  on-  and  off-balance-sheet  activities,  consistent  with  the  ttrms  of  the  Basle  Capital  Accord. 

Ranvatmait  Rate:  The  rate  at  which  an  investor  assumes  his  interest  payments  can  be  reinvested  over 
the  life  of  a  security. 

Replaceman  Cost  Method:  Another  method  used  by  the  Basle  Accord  for  assessing  capital  charges  to 
cover  the  credit  risk  associated  with  banks'  derivatives  activities.   It  takes  the  mark-to- market  value  (Le., 
the  replacement  cost  of  the  contraa,  should  the  counterparty  default)  of  a  derivative  contract  and 
multiplies  that  value  by  an  add-on  faaor  that  represents  the  potential  volatility  of  the  instrument  over 
time. 

Repo:  Repurchase  Agreemeru. 

Repricing  (or  Reset):  Recalculation  of  amouru  of  the  floating  payment.    Typical  swaps  are  based  on  6- 
month  LIBOR  and  reset  every  6  months.    Commercial  paper  and  prime  rates  are  generally  reset  daily,  and 
91-day  T-bills  are  generally  reset  weekly,  but  the  reset  frequency  is  negotiable  in  structuring  the  deal 

Repricing  Date:  The  date  on  which  the  floating  payment  is  recalculated. 

Repurchase  or  R£verse  Repurchase  Affeement  (Repo  or  Reverse  Repo):  An  agreement  with  a  customer  to 
simultaneously  sell  securities  for  spot  or  current  delivery  and  repurchase  those  securities  for  forward  or 
delayed  delivery.    For  the  case  of  a  reverse  repurchase  agreement,  the  transaction  is  reverse.    This  is  a 
transaction  used  regularly  to  market-markers  to  finance  their  inventories  of  securities  on  a  short-term  basis. 

Reset  Date:  The  date  as  of  which  the  floating  rate  is  determined.   Each  calculation  period  may  have  one 
or  more  reset  dates. 

Retail  Investor:  An  end-investor,  non-market- maker  who  may  be  either  a  private  individual  or  an 
institution. 

Retire:  To  redeem,  repay,  or  prepay. 

Reuters  Screen  NYMF  Page:  Display  designated  as  page  "NYMF"  on  the  Reuters  Monitor  Money  Rates 
Service;  displays  prime  rates  or  base  lending  rates  of  major  U.S.  banks. 

Reverse  Repos:  Overnight  purchase  of  a  Treasury  with  agreement  to  re-sell  the  following  day. 

Reverse  Swap:  Exact  offsetting  swap  written  with  the  same  or  a  new  counterparty  to  establish  a  gain  or 
loss. 

Risk  Arbitrage:   Traders  purchase  or  sell  securities  not  on  the  basis  of  market  imperfections,  but  on  the 
basis  of  their  judgements  about  the  likelihood  of  future  events,  such  as  announced  but  still  uncertain 
mergers,  reorganizations,  recapitalization,  and/or  lender  offers.    This  form  of  arbitrage  often  involves 
substantial  risk  and  offers  correspondingly  greater  opportunities  for  profits  and  losses. 

Risk-Based  Capital-  Defined  in  Part  325  of  the  FDIC  Rules  and  Regulations  to  reflect  differeru 
capitalization  requirements  for  different  balance  sheet  assets  and  off  balance  sheet  instrumerus. 

Risk  Management:  In  the  context  of  this  document,  altering  the  impact  of  market  risks  on  the  balance 
sheet  or  its  components. 
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RoUercoaster  Swi^'  Amortizing  swap  in  which  notional  principal  increases  and  decreases  at 
predetermined  intervals. 

Round-Lot:  The  smallest  amount  of  bonds  traded  in  a  dealers'  market  without  a  price  differential  or 
adjustment,  Accoediitgfy  to  AIBD  rides,  the  minimum  round-lot  in  the  Eurobond  market  is  $25,000  or  its 
equivalent  in  other  currencies.  Round-lots  vary  in  irUerruitional  arui  domestic  markets  according  to  the 
type  of  security  and  the  curreruy  of  dermmiruaion. 

Run-the-Book  To  have  primary  responsibility  for  the  documeraation,  syndication,  distribution,  payment 
and  delivery  in  respect  of  a  primary  market  issue  of  securities.  Only  one  numager  can  run-the-book;  that 
manager  is  considered  to  be  the  lead-irumager. 

Safety  and  Soundness  Examination:  Conducted  by  regulators  to  determine  the  firumdal  capacity  of 
insured  institutions. 

Same-Day  Funds:  Funds  with  good  value  on  the  business  day  on  which  the  order  to  transfer  the  funds  is 
made. 

Samurai  Bond:  A  Japanese  foreipi  bond. 

Sduddscheindarldten:  A  promissory  letter  evidencing  a  participation  in  a  Deutsche  Mark  loan  in  the 
domestic  German  capital  market 

Seasoned:  A  security  that,  in  the  context  of  U.S.  SEC  regulations  is  ru>n-exempt  but  has  been  outstanding 
for  a  period  of  time,  which  has  been  interpreted  as  40  days  after  the  origirud  distributiort  Non-exempt 
securities,  which  have  not  been  registered  with  the  U.S.  SEC,  may  not  be  sold  to  U.S.  residents  until  they 
are  seasoned. 

SEC  The  Securities  and  Exchange  Commission. 

Secondary  Market:  The  market  for  issues  of  securities  which  is  rruide  by  market-makas  after  the 
completion  of  such  issues  primary  market  distribution  attd  until  their  maturities. 

Section  20  Subsidiaries:  Nonbank  entities  belonging  to  bank  holding  companies  which  the  Federal 
Reserve  Board  permit  to  underwrite  and  deal  in  indiffble  securities,  as  long  as  these  activities  do  ruM 
contribute  more  than  ten  percent  of  gross  revenue.   They  take  their  name  from  Section  20  of  the  Glass- 
Stei^aH  Act  of  1933,  which  prohibits  banks  from  affiliation  with  companies  engaged  principally  in 
uruierwriting  or  deaUng  in  securities. 

Secured  Debf  Dd)t  backed  by  specified  assets  of  the  borrower.  If  there  is  an  event  of  default,  the  leruiers 
can  force  the  sale  of  such  assets  to  meet  their  claims. 

Securities  and  Commodities  Exchanges:  Organt  i,  ruttiorud  exchanges  where  securities,  options,  arui 
futures  contracts  are  traded  by  members  for  their  own  accourus  arui  for  the  accounts  of  customers.   The 
stock  exchanges  are  registered  with  and  regulated  by  the  Securities  and  Exchange  Commission  (SEC):  the 
commodities  exchanges  are  registered  with  and  regulated  by  the  Commodity  Futures  Trgdjig  CV"W"irffl(W 
(CFTC):  where  options  are  also  traded  on  an  exchange,  such  activity  is  regulated  by  the  SEC 

Stock  Bonds.  Subscription  Rights.  Subscription  Wanants  and  in  some  cases  Options  are  traded  on 
rune  stock  exchanges  in  tiie  United  States.  The  Futures  Market  is  represented  by  13  leading  commodities 
exchanges. 
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Exchanges  listing  basic  securities  --  stocks,  bonds,  rights,  wanxints,  and  options  in  individual  stocks  - 
are  the  New  York  Stock  Exchange,  American  Stock  Exchange,  and  Regional  Stork  ^rff^gnfa 

The  exchanges  listing  commodity  and  other  futures  contracts  and  options  in  addition  to  those 
individual  stocks  are  (see  individual  entries):  American  Stock  Exchange  (New  York),  Amex  Comnodida 
Corporation  (New  York),  Chicago  Board  of  Trade  (Chicago),  Chicago  Board  Options  Exchange 
(Chicago),  Chicago  Mercantile  Exchange  (Chicago),  Chicago  Rice  and  Cotton  Exchange  (Chkago), 
Coffee  A.  Sugar  A  Cocoa  Exchange,  Inc^  (New  York),  Commodity  Exchange,  Inc.  (COMEX)  (New  York), 
International  Monetcay  Market  at  (IMM)  Chicago  Mercantile  Exchange  (Chicago),  Kansas  City  Bo<wd  of 
Trade  (Kansas  City),  MidAmerica  Commodity  Exchange  (Chicago),  Minneapolis  Grain  Exchange 
(Muvieapolis),  National  Association  of  Securities  Dealen  Quotaion  System  (NASDAQ),  New  York 
Cotton  Exchange  (New  York),  New  York  Futures  Exchange  (division  of  the  New  York  Slock  Exchange) 
(New  York).  New  York  Mercantile  Exchange  (New  York),  New  York  Stock  Exchange  (New  York),  Pacific 
Stock  Exchange  (San  Frandsco),  Philadelphia  Stock  Exchange  (Philadelphia). 

Securitize:  The  aggregation  of  assets  (e.g.  mortgage  loans),  generally  by  similar  characteristics,  and 
conversion  of  them  into  securities  which  are  issued  by  a  third  party. 

Security:  A  marketable  claim  upon,  or  interest  in,  assets  of  a  borrower,  which  may  be  in  either  bearer  or 
registered  form.    These  instruments  are  normally  evidenced  by  a  certificate;  but,  for  example,  in  the  case  of 
certain  U.S.  Treasury  obligations,  ownership  is  evidenced  by  a  book-entry  only.    Colloquially,  the  degree  of 
legal  protection,  right  to  recourse  and  degree  of  a  claim  on  the  borrower's  assets  of  a  lender  in  an  eve/u  of 
default. 

Selling  Concessiorv  A  concession,  calculated  as  a  flat  percentage  of  the  nominal  amount  of  primary 
market  securities,  allowed  to  selling  group  members  on  the  nomiruti  amount  they  are  allotted  by  the  lead- 
manager 

Selling  Group:  A  group  of  dealers,  not  necessarily  affiliated  with  the  securities  firms  in  the  syndicate, 
appointed  by  the  lead  manager  lo  aa  as  agent  for  the  syndicate  in  selling  shares  of  the  issue  to  the  public. 
Selling  groups  are  not  used  in  all  underwritings. 

Senior  Securities  or  Senior  Unsecured  Debt:  Securities  which  rank  ahead  of  all  other  unsecured  or 
subordinated  debt  in  right  of  payment 

Separate  Trading  of  Registered  Principal  of  Securities  (STRIPS):  Zero  coupon  instruments  derived  from 
selected  long-term  notes  and  bonds.   At  a  bondholder's  request,  the  Federal  Reserve,  as  the  U.S.  Treasury's 
agent,  will  separate  a  desigruited  security  into  its  individual  coupon  components  and  principal  payment. 
The  pieces  may  be  traded  separately  and  must  be  maintained  on  the  Treasury's  book-entry  system. 

Settlement:   The  arranging  for  the  payment  and  the  receipt  or  delivery  of  trading  products. 

Settlement  Date:   The  date  on  which  a  transaction  is  completed  and  cleared,  Le.  payment  is  effected  and 
securities  are  delivered  and  it  should  not  be  confused  with  the  trade  date.    In  the  Euromarkets,  the 
settlement  date  is  usually  seven  days  after  the  trade  date  in  the  case  of  Eurobonds  (including  Floating 
Rate  Notes)  and  it  is  usually  two  days  after  the  trade  date  in  the  case  of  Cds  and  FRCDs. 

Settlement  Risk:  The  risk  that  an  organization  gives  but  fails  to  receive  consideration  from  a  counterparty 
upon  settlemeru  of  a  transaction.    The  importance  of  settlement  risk  varies  materially  among  countries, 
exchanges  aiui  across  product  lines.   In  the  U.S.  for  example,  exchange-traded  products  are  typically  settled 
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on  a  net  payment  basis,  with  payment  made  by  only  one  party.  In  the  case  of  over-the<ounier  products 
(OTC)  such  as  swaps,  options,  forward  contracts  and  other  OTC  options,  settlement  risk  can  be 
appreciable  for  a  counterparty  that  has  delivered  its  side  of  the  contract  and  is  awaiting  payment  or 
delivery  from  its  counterparty.    The  examiner  should  determine  the  settlement  procedures  predominant  in 
the  markets  in  which  the  financial  institution  participates  artd  review  the  procedures  the  financial 
institution  used  to  minimize  its  settlement  risk. 

Severat  In  the  context  of  a  guanmtee,  for  which  there  is  more  than  one  guarantor,  it  is  the  limitation  of 
each  guarantor's  liability  to  only  that  portion  it  has  guaranteed 

Short  Covering:  The  purchase  by  a  professional  or  retail  investor  of  securities  previously  sold  short  in 
order  to  deliver  them  and  thereby  to  close  out  a  short  position. 

Short-or  Bear-Squeeze  A  period  of  sharply  rising  prices  in  the  market,  caused  by  professiorud  short 
covering  rather  than  by  investor  demand    This  is  a  technical  situation  and  not  necessarily  due  to  long- 
term  fundamental  changes  in  the  market 

Short  Position:  To  'go  short'  or  "sell  short'  means  to  sell  a  security  not  owned  by  the  seller  in  anticipation 
of  subsequently  purchasing  an  identical  security  at  a  lower  price    The  seller's  profit  (or  loss)  is  the 
difference  between  the  sale  and  re-purchase  prices. 

Short-Term:  In  most  markets,  a  period  of  less  than  one  year. 

Sig^na:  Volatility;  measure  of  movement  in  a  reference  rate  over  time. 

Sovereign  Immuuty:  A  historical  doctrine  of  law  in  operation  in  certain  jurisdictions,  under  which 
sovereign  governments  may  ru>t  be  sued  or  have  their  assets  seized.  In  certain  instances,  a  sovereign 
government  may  waive  its  immunity,  or  its  immunity  in  respect  of  commercial  activities  may  be  limited  by 
local  law. 

Special  Drawing  Kg^  (SDR):  A  composite  currency  unit  designed  by  the  Interruttional  Monetary  Fund 
tmd  which  is  based  upon  a  stcmdard  basket  system  of  valuatiorL  The  value  of  SDR  is  expressed  in  terms 
of  U.S.  Dollars. 

Speculator  Party  who  enters  a  transaction  to  take  a  view  on  the  market,  such  as  interest  rates  or  swap 
spreads. 

Spread:  The  difference  between  the  bid  and  the  offered  price  or  yield  in  the  quotation  of  a  security.   The 
difference  between  the  bid  and  offered  prices  or  yields  of  two  different  securities,  used  when  analyzing  a 
switch.   The  term  gross  spread  is  used  to  refer  to  the  total  of  the  commissions  paid  to  the  managers, 
underwriters  and  selling  group  of  an  issue   Often  incorrectly  used  in  place  of  the  term  margiru 

Standard  Basket  A  system  of  valuation  of  a  composite  currency,  whereby  the  value  of  one  unit  is  deemed 
to  be  equal  to  the  sum  of  the  values  of  specific  amounts  os  stated  currencies. 

Stodc  A  term  is  often  used  interchangeably  with  the  word  share  in  connection  with  equity;  for  example 
preference  shares  are  often  referred  to  as  stock   In  the  U.K.,  domestic  market  refers  to  specific  fixed 
income  U.K.  Treasury  debt  securities.   In  the  context  of  Local  Authority  Stock,  the  term  refers  to  securities 
with  an  initial  maturity  of  more  than  five  years. 

Stock  Exchange:  A  physical  location  where  trading  in  listed  securities  is  carried  out  by  professional 
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members  of  the  stock  exchange. 

Stop-Loss  Order  A  mechanism  by  which  a  dealer  (or  end  user)  leaves  instructions  with  a  counterparty  to 
buy  or  sell  a  particular  instrumeru  (currency,  future,  option,  etc.)  when  its  price  reaches  a  certain  level 
The  level  of  an  index  (Dow  Jones  Industrial  Average,  S<&F  5(X),  CRB,  eta),  or  the  price  of  a  different  but 
related  instrument  can  also  be  used  as  the  trigger  mechanism  for  the  order. 

Straigfit  or  Stnofftt  Debt:  In  the  context  of  debt  security  issues,  colloquial  usage  for  fixed  rate  or  fixed 
income  securities. 

Strike  Price:  The  price  of  the  instrumeru  or  currency,  at  which  the  buyer  of  the  option  on  that  security  or 
curreruy,  will  exercise  their  right  to  buy  or  sell  the  underlying  instrument. 

Stripe:  Swap  X'^'nsferring  Bi^k  with  £nterest  Earricipation  Element.   Selling  an  in-the-money  floor  and 
buying  an  out-of-the-money  cap  (at  the  same  strike  price)  such  that  the  proceeds  from  the  sale  of  the  floor 
exactly  offset  the  cost  of  the  cap.    The  borrower's  AlC  is  capped  exactly  at  the  strike  price. 

Subject,  Subject  to  Confirmation,  or  Subject  to  Prior  Sale:  A  quote  or  indication  of  price  that  is  not  firm 
and  cannot  be  relied  upon  as  the  basis  for  a  transaction. 

Subordinated  Debt:  Securities  on  which  the  claims  of  a  holder  on  the  assets  of  the  borrower  rank  behind 
other  debt  in  right  of  payment  in  a  liquidation. 

Swap:  A  financial  transaction  in  which  two  counterparties  agree  to  exchange  streams  of  payments  over 
time  according  to  a  predetermined  rule     Swap  is  normally  used  to  transform  the  market  exposure 
associated  with  a  loan  or  bortd  borrowing  from  one  interest  rate  base  (fixed  term  or  floating  rate)  or 
currency  of  denomination  to  another. 

Swap  Codes:  The  codes  of  terms  published  by  ISDA. 

Swaptions:  An  option  to  eruer  (or  cancel)  a  swap. 

Switch:  The  sale  of  one  security  against  the  purchase  of  another.   Switches  fall  iruo  three  basic  categories, 
although  a  given  switch  may  have  aspects  of  two  or  more  of  these  categories.  Portfolio  Improvement 
Switch  "  to  improve  upon  one  or  more  characteristics  of  the  original  securities.    Yield  pick-up,  quality 
improvement  and  switches  to  change  call  protection  fall  within  this  category.    Yield  Curve  or  Rate 
Anticipation  Switch  -  in  anticipation  of  a  change  in  the  overall  level  of  interest  rates.  A  rate  anticipation 
switch  generally  consists  of  lengthening  the  maturity  and/or  lowering  the  coupon  when  bullish;  and 
shortening  the  maturity  and/or  raising  the  coupon  when  bearish.   Intermarket  Anomaly  Switch  --  in 
anticipation  of  a  favorable  change  in  the  price  or  yield  spread  between  two  issues  for  two  different  sectors 
of  the  capital  markets. 

Synthetic  Swap:  The  combination  of  financial  instrumerits  that  together  replicate  the  cash  flows  from  a 
swap. 

Systemic  Risk:  The  risk  that  a  disruption  (at  a  firm,  in  a  market  segment,  to  a  settlemeru  system  etc.) 
causes  widespread  difficulties  at  other  firms,  in  other  market  segments  or  in  the  financial  system  as  a 
whole. 

Termination:  The  cancellation  of  a  swap  agreement,  usually  for  a  fee 
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Theta:  The  rate  of  change  of  the  price  of  the  option  portfolio  with  the  passage  of  time.  Theta  can  also  be 
viewed  as  the  time  decay  of  the  portfolio. 

Tier  1  CapitaL  Defined  in  Part  325  of  the  FDIC  Rules  and  Regulations  essentially  as  common  and 
preferred  stock  less  most  intangible  assets  and  identified  losses. 

Time  Decay:  Deterioration  in  the  time  value  of  an  option  due  to  the  passage  of  time.  As  the  option 
approaches  expiration,  uncertainty  and  the  embedded  cost  of  carry  decline,  reducing  the  overall  value  of 
the  option. 

Time  Value:  The  portion  of  an  option 's  value  which  exists  because  the  option  has  not  yet  expired.  Its 
magnitude  depends  on  the  time  left  to  expiration  and  the  volatility  of  the  market  for  the  underlying 
currency.   Tune  value  can  be  thought  of  as  the  amount  by  which  an  option's  total  premium  exceeds  its 
intrinsic  value. 

Tombstone:  An  advertisement  that  states  a  borrower's  name,  certain  terms  of  a  specific  issue  of  its 
securities,  and  lists  the  managers  and  often  the  sub-underwriters.   It  does  not  constitute  any  offer  to  buy  or 
sell  such  securities,  but  is  published  as  a  matter  of  record,  to  advertise  the  completion  of  the  transaction. 

Total  Return:  The  coupon  income,  plus  the  reinvestment  of  the  income,  plus  any  change  in  the  market 
value  of  a  security  over  a  certain  period.   The  total  coupon  interest  and  charge  in  market  value  of  a 
security  over  a  certain  time  period  divided  by  the  initial  price,  expressed  as  an  anruudized  perceruage  rate 
of  return. 

Trade  Date:  The  date  a  transaction  is  effected  or  executed. 

Trader.  A  person  whose  intention  is  to  profit  from  the  buying,  and  selling,  of  securities,  rather  than  from 
holding  them  for  investment  purposes.    This  term  usually  refers  to  professiorials  in  the  bond  markets. 

Trading  (Dealing):  Refers  to  the  practice  of  an  institution  to  buy  and  sell  equity  securities  on  its  own 
behalf,  usually  from  an  inventory  of  securities  held  in  a  trading  account,  in  order  to  make  a  market  in  the 
security  (s)  or  to  otherwise  trade  with  customers  and  other  dealers  with  the  expectation  of  earning  profits 
from  numerous  short-term  trades. 

Tranche:  Parts  of  a  single  securities  market  operation,  which  may  have  shared  documentation  but 
different  terms  (and  may  be  denominated  in  different  currencies)  eg.  a  Y20  billion  issue,  one  tranche  of 
YIO  billion  having  a  five-year  maturity  and  a  second  tranche  of  YIO  billion  having  a  ten  year  maturity. 
Cds  or  FRCDs  issued  with  identical  terms,  in  large  blocks  of  small  denomiruitions  and  distributed  globally 
to  retail  investors. 

Treasury  BBL  Short-term  government  debt  instruments,  usually  issued  on  a  discount  basis. 

Trustee:  An  institution  appoirUed  and  contracted  by  the  borrower  to  represent  the  interests  of  the  holders 
of  a  given  issues  securities  of  that  borrower. 

Two  Way  Payments:  Provision  under  a  master  agreement  establishing  the  contirmation  of  contractually 
obligated  payments  following  a  bankruptcy  or  other  default  event   Limited  two  way  payments  allows  for 
the  possible  interruption  of  contractual  cash  flows  due  to  certain  default  events  (such  as  FDIC 
receivership),  while  unlimited  two  way  paynKnts  require  the  continuation  of  such  cash  flows  irrespective  of 
the  nature  of  the  event 
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Two-Way  Market-  A  market  in  a  given  issue  of  securities  in  which  dealers  or  traders  make  both  a  bid  and 
an  offered  price,  both  of  which  prices  are  firm  for  immediate  execution  in  round-lots. 

Undafying;  The  desipiated  financial  instruments  which  must  be  delivered  in  completion  of  an  option 
contract  of  a  futures  contract  For  example,  the  underlying  may  be  fixed-income  securities,  foreign 
exchange,  equities,  or  futures  contracts  (in  the  case  of  an  option  on  a  futures  contract). 

Undenmite:  To  agree  to  purchase  securities  (if  they  are  not  purchased  by  others),  Le.  to  contnta  to  buy 
the  unsubscribed  securities  of  a  primary  market  issue  on  a  given  date  at  a  specific  price,  thus  guaranteeing 
the  borrower  the  full  proceeds. 

Underwriter  Under  generally  accepted  market  terminology,  an  underwriter  is  each  member  of  a  new  issue 
syndicate  who  is  invited  to  sub-underwrite  a  new  issue  but  who  does  not  participate  as  a  manger.  In  legal 
terms,  it  is  each  member  of  a  new  issue's  syndicate,  including  the  managers  and  the  sub-underwriters,  who 
contracts  to  underwrite  a  new  issue. 

Underwriting:  The  process  whereby  a  securities  firm,  or  group  of  securities  firms  krujwn  as  a  syndicate, 
agrees  to  buy,  on  a  firm  commitmeru  or  on  a  best  efforts  basis,  ail  or  part  of  an  issue  of  securities  usually 
for  resale.   The  securities  are  resold  to  other  investing  or  trading  parties  with  the  expeaation  of  profits  to 
the  securities  firm  or  the  syrtdicate 

Underwriting  Agreement:  An  agreement  between  the  managers,  as  agerus  of  the  borrowers,  and  each  of 
the  sub-underwriters,  which  sets  out  the  obligations  of  each  sub-underwriter  to  subscribe  for  a  specific 
amourtt  of  the  issue,  in  the  event  that  the  full  amount  of  the  issue  is  not  subscribed  for  by  members  of  the 
selling  group. 

Underwriting  Fee  or  Commission:  A  commission,  expressed  as  a  flat  percentage  of  the  nomirtal  amouru 
of  the  securities  underwritten,  to  which  underwriters  are  entitled  pro  rata  to  the  nomiruil  amount  they 
underwrite.   This  fee  is  paid  net  of  issue  costs  not  reimburse  by  the  borrower,  and  net  of  stabilization  costs 
or  plus  stabilizarion  profits. 

Unmatched  Position:  Acceptance  of  the  market  risk  of  a  contract  without  entering  into  an  opposite  or 
offsetting  coruract  to  allow  benefit  from  the  same  market  risk  or  risks. 

Unwind:  Either  the  mutually  agreed  termination  of  a  transaction,  generally  with  payment  by  one  party  on 
an  agreemeru  value  basis  (also  called  Cancellation).   For  the  case  of  a  swap,  the  writing  of  a  second  swap 
with  an  identical  notional  amount,  paymeru  dates,  and  maturity  date,  with  similar  iruerest  rate 
calculations  but  at  the  new  current  rates  and  on  a  reverse  basis  (also  called  a  Mirror  Swap). 

Up  Front  Paymenti:  An  amount  paid  at  the  outset  of  a  swap  sometimes  in  connection  with  services  (such 
as  semices  in  arranging  a  larger  financing  of  which  the  swap  is  a  part)  and  some  times  in  consideration  of 
an  adjustmera  to  the  rate  at  which  swap  payments  wilt  be  computed  or  the  frequency  with  which 
payments  will  be  made. 

U.S.  Bank:  Banks  whose  headquarters  are  domiciled  in  the  states  or  possessions  of  the  United  States. 

Value  Calculation  Models:  Used  to  calculate  the  present  value  of  fixture  cash  flows  using  forward  yield 
curves  and  probability  expectations. 

Variation  Margjai:  Tht  jcdn  or  loss  on  open  positions,  calculated  by  marking  to  market  at  the  end  of  each 
trading  day.   Such  gain  or  loss  is  credited  or  debited  by  the  clearinghouse  to  each  clearing  member's 
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account  and  by  members  to  their  customer's  accounts. 

Vega:  The  rate  of  change  of  the  price  of  the  portfolio  with  respect  to  the  underlying  asset's  volatility. 

VolatHity:  A  measure  of  the  degree  of  fluctuation  in  the  closing  price  of  a  currency  in  terms  of  another 
currency. 

Warrant:  A  certificate,  attached  to  a  debt  security,  which  gives  the  holder  the  right  to  purchase  either  a 
number  of  shares  of  the  borrower's  corrimon  stock  or  specific  fixed  or  floating  rate  bonds  at  a  stipulated 
price   Warrants  are  valid  for  a  specified  period  of  time  which  may  lapse  either  before  or,  in  the  case  of 
warrants  to  purchase  common  stock,  on  or  after,  the  maturity  of  the  debt  security.   Warrants  are  invariably 
detachable  and  may  be  traded  independently  at  the  debt  security. 

Withholding  Tax:  A  tax  which  a  borrower  is  legally  obliged  to  deduct  from  its  paymerOs  of  interest  on 
securities  issued  by  it. 

Writer  The  seller  of  an  option. 

Yankee  Bond:  A  United  States  foreign  bond. 

Yidd  Basis:  A  method  of  expressing  the  value  of  a  security.  In  a  market  made  on  a  yield  basis,  the 
dealer  states  both  a  bid  yield  --  meaning  the  dealer  will  pay  a  price  for  the  security  which  will  provide  the 
dealer  with  that  yield-to-maturity;  and  an  offered  yield  -  meaning  he  will  sell  the  security  at  a  price  which 
will  provide  the  buyer  with  that  yield-to-maturity. 

Yield  Curve:  A  graph  showing  the  relationship  between  yields  and  maturities  for  a  set  of  similar  securities 
or  interbank  deposits. 

Yield  Curve  Risk  A  specific  type  of  basis  risk  is  that  the  spread  m  yield  between  various  maturities  of  the 
same  security  will  change  as  the  shape  of  the  yield  curve  changes  (non-parallel  shifts)  resulting  in  a  market 
value  loss  in  a  maturity  mismatch  trade. 

Yield  Curve  Swap:    A  swap  in  which  one  set  of  payments  is  based  on  the  market  rates  for  a  particular 
security,  e.g.  receiving  LIBOR  versus  paying  the  10-year  Treasury  rate. 

Yield-to-Average-Ufe  (YTAL):  The  yield  derived  when  the  average  life  is  substituted  for  the  maturity  of 
the  issue  by  assuming  that  the  security  is  redeemed  in  accordance  with  the  amortisation  schedule  for  the 
issue,  arui  therefore,  has  a  theoretical  maturity  equal  to  the  average  life. 

Yield-to-Calt     The  return  a  security  earns  computed  by  assuming  that  the  maturity  is  on  the  first  call 
date  and  that  the  security  will  be  redeemed  at  its  call  price 

Yield-to-Maturity  (YThf):    The  return  a  security  earns  on  the  price  at  which  it  was  purchased  if  it  is  held 
to  maturity.   This  is  a  function  of  coupon  irUerest,  reinvestment  rate  and  accrual  of  discount  or 
amortisation  premium.  It  assumes  that  coupon  payments  are  reinvested  at  the  same  rate  as  the  yield-to- 
maturity. 

Yield-to-Put:  The  return  a  security  earns  computed  by  assuming  that  it  is  held  until  a  certain  date  and  put 
to  the  borrower  at  the  specified  put  price. 

Zero  Coupon  Securities:  Securities  issued  in  the  primary  market  at  a  substantial  discount  to  their 
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principal  amount  at  final  maturity,  with  no  coupons  attached  and  paying  no  current  income.   Such 
securities  may  have  certain  tax  benefits  for  both  borrowers  and  investors  in  certain  jurisdictions. 
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